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FOREWORD 


Tuts volume deals with one of the 
great agencies for thrift and invest- 
ment. For the great mass of people 
with dependents, life insurance should 
be the first type of security to be pur- 
chased. Where a dependent family 
is at stake it is the height of folly to 
urge investments in other directions, 
and it is quite beside the point to offer 
laborious explanations of the relative 
merits of various classes of bonds and 
other types of investment. The first 
duty of every man is to protect his 
household against want in case of pre- 
mature death, and this can be done 
only through the purchase of an ade- 
quate amount of life insurance. As is 
well known, life imsurance offers a 
convenient and safe method of accu- 
mulating a savings fund at a very fair 
rate of return. But the greatest pur- 
pose of life insurance is to protect. It 
takes time to save and, where depend- 
ents must be protected, life insurance 
alone guarantees the accumulation of a 
competency against the contingency of 
the saving period being cut short by an 
untimely death. The great mass of 
people live only within the life insur- 
ance stage and are removed by thou- 
sands of dollars from the point where 
they can judiciously become direct 
investors along other lines. But, for 
those who have emerged from the life 
insurance stage, good bonds consti- 
tute the most favorable type of invest- 
ment, all advantages being considered 
such as safety, yield, convertibility, 
stability of price, convenience of 
handling and suitability for quick 
borrowing. Even the billions of sav- 
ings of those living in the life insurance 
stage, it should be remembered, are 
chiefly invested in bonds, although 
indirectly, since this type of security 


constitutes the major portion of the in- 
vestments of life insurance companies. 

The accumulation of a decent com- 
petency should be regarded as a duty 
and an act of wisdom. Yet present 
practices in attempting to attain this 
desirable goal remind one of Asop’s 
fable of the race between the tortoise 
and the hare. The hare relied upon 
the speedy method of running the 
race, expected to leap to victory, 
and accordingly saw fit, somewhere 
on the race-course to take a nap. 
The tortoise, on the contrary, relied 
upon his steady, persistent and un- 
spectacular gait, and won the race. 
And such is the case today in the 
race for a decent competency. Many 
seek to win by the quick method. 
They expect to leap to success. 
They assume highly speculative haz- 
ards, particularly in stocks, with- 
out possessing either the financial 
or educational equipment, and, as a 
rule, are put to sleep somewhere 
along the course. Others adopt the 
slow method. They save their sur- 
plus earnings patiently and_persist- 
ently, invest the same in gilt-edged 
bonds, are satisfied with a fair in- 
terest return, allow compound interest 
to work its wonders, and win the 
race. When the hare of Asop’s fable 
awoke from his sleep he realized his 
defeat and lost all interest in the 
race. When the incompetent specula- 
tor awakes from his folly he finds his 
resources gone, and along with them 
all hope and all ambition to try once 
more. Conscious of his folly and 
crushed by the bitterness of disap- 
pointment, he almost invariably loses 
all interest in the goal he strove to 
reach and, financially speaking, goes 
to sleep permanently. 
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The difficulty of accumulating and 
retaining a competency is well illus- 
trated by the fact that only one out of 
every ten adults in this country leaves 
a decent estate at the time of death, 
and that of those who acquire a 
reasonable competency by the time 
age 50 is reached one-half again lose 
the same before death. Much of this 
miserable showing is traceable to 
two very prevalent practices on the 
part of the general public. The first 
relates to the purchase of stocks, often 
of a very hazardous and questionable 
nature, by those who are not at all 
equipped to judge the merits of the 
proposition, and, in fact, are ignorant 
of the fundamental nature of that type 
of security. Bonds are credit instru- 
ments and, with few exceptions, con- 
tain a definite promise as to principal 
and interest. Stock certificates, on 
the contrary, promise nothing at all. 
They merely constitute an evidence of 
ownership, a certification of the hold- 
er’s privilege to share in risk, i.e., to 
participate in the varying fortunes of 
the business enterprise. 

Few facts deserve to be impressed 
more upon the investing public than 
this fundamental distinction between 
bonds and stocks. Common observa- 
tion shows that the American people 
are afflicted with a mania for specula- 
tion and gambling in the security 
market. They seem callous to risk. 
The words “preferred” and “ guaran- 
teed” and the “promise” of fancy 
dividends serve, as probably nowhere 
else, as an_ irresistible attraction. 
Were this not the case there would 
soon be an end to the present whole- 
sale tendency to fill the principal news- 
prints and flood the mails with allur- 
ing advertisements and prospectuses. 
So serious has the problem become 
everywhere that the nation has been 
subjected to an epidemic of “blue sky” 
legislation of one kind or another de- 
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signed to protect the public against 
their own folly (see the article on 
“Blue Sky” Laws). 

The second unwelcome tendency 
relates to the very general practice of 
the investing public to “go it alone,” 
instead of seeking the advice of con- 
servative and well established invest- 
ment concerns. The average investor 
is not in a position to base his selection 
of a bond upon personal examination. 
Nor is it practicable for the average 
investor to spread his investments so 
widely as to have the law of average 
render negligible a serious loss on any 
particular security. The wisest course, 
therefore, is to invest only in such se- 
curities as are recommended by respon- 
sible investment houses (see article on 
The Work of an Investment Banking 
House). Numerous such concerns exist 
throughout the United States. They 
are specialists in the bond business and 
possess the experience and training 
necessary for a proper investigation 
and selection of securities. Their 
greatest trade asset is their past record 
for good judgment. Such concerns 
must operate on the theory that sound 
advice to clients is the surest road 
to large business, while faulty recom- 
mendation is a quick and certain way 
to failure. 

Avoidance of the aforementioned 
deplorable practices, now so deeply 
ingrained in the American psychology, 
can be accomplished only gradually, 
and reliance for a change must be 
placed largely upon education. This 
volume, it is hoped, will be of service 
in this respect. In one sense it is a 
successor to the volume on Bonds as 
Investment Securities issued by the 
American Academy thirteen years ago 
which enjoyed a wide circulation 
and served as a basis for numerous 
educational courses. In fact, it was 
the continued demand for this volume, 
even after such considerable lapse of 
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time, that suggested the desirability of 
issuing a new and up-to-date volume 
on the subject. The changes wrought 
by time in the bond market have been 
so numerous and important that all 
of the articles in the present volume, 
except two, are essentially new. One 
of these exceptions deals with princi- 
ples which are unchangeable, and the 
other, although retaining its original 
form, has been materially revised to 
meet the changes of the past decade. 
The purpose of the volume is to explain 


3 


the bond market from a fourfold 
standpoint, viz., (1) the features of 
bonds and the services of the invest- 
ment banker, (2) present problems 
and tendencies associated with the 
various types of American and foreign 
government and corporate bonds, (3) 
leading problems of current interest 
to the bond market in general and 
(4) the record of bond prices and the 
factors that govern such prices. 
S. S. Huepner. 
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O definition of an investment bond 

is broad enough to include every 
instrument ordinarily included in that 
phrase short of the general statement 
that it is a formal promise to pay ex- 
pressed in a written instrument. Even 
to say that it is an instrument con- 
taining a promise to repay would be to 
give too narrow a definition, for the 
promise of a bond of the nature of a 
government perpetual annuity does 
not involve any stipulation for the 
repayment of principal. We have, 
then, to consider the classification of 
formal instruments containing promises 
to pay given as evidences of the com- 
mitment of investment funds to the 
promisor. 


CLASSIFICATION BAseD ON MEANS OF 
PAYMENT 
No Compulsory Payment 

Government Bonds of a Sovereign 
Power.—Onur first broad classification 
is between those promises on which no 
compulsion can be brought to bear in 
the event of failure to fulfill the prom- 
ise in accordance with its terms, and 
those on which compulsion can be 
brought to bear. This first broad 
general classification could be ex- 
pressed in another way as stating the 
difference between bonds expressing 
the promise of a government to pay 
and the statement of the obligation of 
other promisors. Note the change in 
the phrase from the promise of a gov- 
ernment to the obligation of other prom- 
isors. This change in the phrase is 
necessary because the promise of a 
government to pay is not in a legal 
sense an obligation. This face arises 
out of the nature of sovereignty. 


Classification of Investment Bonds 


By Hastines Lyon 
Attorney-at-Law, Lecturer in Finance, Columbia University 


Since the sovereign state is the law 
enforcing power and the force back of 
all legal mandates lies in the govern 
ment, obviously, no legal compulsion 
can be brought to bear on the govern- 
ment. That one cannot sue the sov- 
ereign is a principle inherent in the 
very nature of law. So the fulfillment 
of the promise of a government rests 
on good faith. It should be kept in 
mind in this connection of government 
bonds that the several states of the 
Union are sovereign powers, retaining 
all the aspects of sovereignty not ex- 
pressly surrendered by the constitution 
to the federal government. The sev- 
eral states did not make any surrender 
to the federal government that en- 
ables an individual to sue one of the 
sovereign states of the Union. There- 
fore, no individual can bring compul- 
sion to bear on a state of the United 
States to make it fulfill a promise to 


‘ pay. The several states did surrender 


their sovereignty so far, however, as 
to enable sister states of the Union to 
bring an action against them in the 
federal courts. One of the most not- 
able of such actions is the suit of the 
state of Virginia against the state of 
West Virginia to compel the latter to 
carry out its undertaking to pay its 
share of the pre-Civil War debt of the 
state of Virginia from which the state 
of West Virginia separated at the time 
of the Civil War. This limitation of 
sovereignty is so slight, however, that 
bonds of the states of the United States 
may be considered government bonds 
for all practical purposes. Indeed, 
they are absolutely such so far as 
individuals are concerned. 


ae 
¥ 
~ | 
| 
* 
4 
| 
| 


CLASSIFICATION OF INVESTMENT BoNnDs 5 


Compulsory Payments 

Municipal Bonds (Government Agen- 
cies).—Note, however, that this dis- 
tinction between promises to pay of a 
sovereign power and other promises to 
pay for the fulfillment of which legal 
compulsion can be brought to bear, is 
not the same thing as promises to pay 
for which the means of fulfillment 
rests in the taxing power. This differ- 
ence raises the distinction between 
government bonds and the bonds is- 
sued by government agencies to which 
the sovereign power has entrusted some 
part of its govermental functions. 
These agencies go under the broad 
general name of municipalities and 
their bonds are broadly termed munic- 
ipal bonds. Since the municipalities 
are created by the sovereign, it follows, 
in the nature of the case, that the 
sovereign can bring its compulsion to 
bear on them in any direction it sees 
fit. Municipalities have a right to 
issue bonds only by virtue of the au- 
thority given to them by the sovereign. 
When the sovereign has given author- 
ity it will compel the performance of 
the promise of the municipality to pay 
made within the scope of the authority. 
The fact that the promise to pay must 
be within the scope of the authority 
given makes especially important the 
usual investigation of the validity of 
municipal bonds by legal experts on 
behalf of the purchaser. 

The payment of municipal bonds 
rests on the taxing power. This is 
true even of bonds issued to provide 
the funds for revenue producing mu- 
nicipal undertakings, as water works, 
which are commonly revenue producing 
municipal undertakings, or the less 
common municipally owned lighting 
plants, street railways, and other 
enterprises which municipalities some- 
times engage in. The payment of 
interest and principal of bonds issued 
for these purposes is not limited to the 


earnings and assets of the particular 
enterprise but is a general municipal 
obligation. When we say that the 
fulfillment of the promise to pay rests 
on the taxing power we mean that it 
rests on the power of the municipality 
to appropriate for public purposes such 
part of the privately owned wealth as 
may be necessary. The sovereign 
through its courts will compel the 
municipality to make such an appro- 
priation by the usual methods of taxa- 
tion to fulfill the municipal promise to 
pay expressed in its bonds. 

Municipal bonds require no sub- 
classification other than that which 
arises naturally from the classes of 
issuing municipalities. In the word 
municipality we here include any 
agency to which the sovereign dele- 
gates any governmental powers, in- 
cluding counties, cities, townships, 
school and other municipal districts. 

Special Assessment Bonds.—One 
class of bonds lies between municipal 
obligations and the promises to pay of 
private obligors, this is the special 
assessment bond. Though issued by 
a municipality the resources out of 
which payment is to be made are lim- 
ited to particular assets. Usually 
they are issued to provide the funds for 
local improvements, as sewers or side- 
walks. The property benefited be- 
comes liable for all or part of the cost 
of the improvement. The municipal- 
ity undertakes only to levy the assess- 
ments which are to provide the fund 
for repayment. If the value of the 
property benefited and liable should 
not be sufficient to meet the obligation 
the municipality would not have any 
further liability. A deficiency in the 
assets out of which payment is to be 
made might well happen in the case of 
over-improvement resulting from too 
sanguine expectation of the growth of 
population. These true special assess- 
ment bonds are to be distinguished 
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from bonds on which the municipality 
is generally liable issued by it to refund 
its proportion of the cost of a local 
improvement which is not especially 
assessed against the benefited property. 
Corporation Bonds.—When we think 
of investment bonds of private obligors 
in distinction from government and 
municipal bonds we usually have 
corporation bonds in mind. The 
broader distinction, however, would be 
the one indicated, namely, that be- 
tween a public promise to pay resting 
on the taxing power, and a private 
obligation resting for its fulfillment on 
the value of privately owned property 
and the earning power of privately 
conducted business. Such an obliga- 
tion can just as well, and even more 
simply, be created by a natural person 
as by a corporation, which is an artifi- 
cial person. Indeed, in various juris- 
dictions a bond is the ordinary form of 
mortgage obligation, and an invest- 
ment in ordinary individual mort- 
gages is an investment in bonds. In 
attempting this classification of invest- 
ment bonds, however, we are consider- 
ing those bonds which have a fungible 
quality, that is, which represent equal 
parts of the same general obligation 
to pay. They are, as we say, bonds 
of an “issue.” Such bonds are more 
commonly issued by corporations. 


CLASSIFICATION BASED ON SECURITY 


Our first broad classification would 
draw the line of distinction between 
secured and unsecured bonds. A se- 
cured bond, besides representing the 
general obligation to pay, has specific- 
ally pledged to the fulfillment of the 
obligation some particular asset or 
assets. An unsecured bond represents 
simply the general obligation to pay, 
and the holder would have recourse 
only to assets not otherwise specifically 
pledged. Unsecured bonds are gen- 
erally called “debentures” in this 


country, from the Latin debere, to 
owe. In Great Britain and Canada, 
however, the word debenture is generic 
and includes both secured and unse- 
cured bonds. 


Secured Bonds—Direct Access to Assets 
of the Obligator 


Tangible Property—Mortgage Bonds. 
—Secured bonds may be classified 
according to the assets pledged. The 
assets may be intangible, as the stocks 
or bonds of other corporations, or may 
be tangible personal property or may 
be real estate. Let us take the last 
first. The ordinary way of giving the 
security of real property is by mort- 
gage, and bonds secured on real estate 
are generally called mortgage bonds. 
If they represent the first claim against 
real estate they are first mortage 
bonds. Bonds representing a second 
or more remote claim against real 
estate are seldom called second mort- 
gage bonds, or third or fourth, as the 
case may be. Some euphemy is ordi- 
narily used to designate them, taken 
from some other aspect of the security, 
as “general mortgage bonds.” It 
should also be kept in mind that a 
bond may be secured by a first mort- 
gage on some particular asset but have 
the security only of a second or even 
more junior mortgage on other assets. 
If it has the security of a first mort- 
gage as to any asset it is entitled to be 
called a first mortgage bond. Usually 
in that case the juniority of the secu- 
rity as to other assets is indicated by 
some further appellation, as “first and 
general mortgage bond.” In relation 
to their priority of claims against 
assets, bonds are called “senior” and 
“junior.” 

Corporation Bonds. — Corporation 
bonds are usually secured by the mort- 
gage of the tangible personal property 
of the corporation as well as by real 
estate. That is, the mortgage securing 
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CLASSIFICATION OF INVESTMENT BoNnDs 7 


the bonds is a chattel mortgage as well 


as a real property mortgage. This‘ 


fact arises out of the nature of the sit- 
uation. The real property, including 
the improvements on it, as factory 
buildings, or whatever they may be, 
derives its income producing value 
through its use as part of a productive 
enterprise. For his real protection the 
investor in the bonds of the corpora- 
tion needs to be in a position to get the 
benefit of the continuous productive 
value of the property, and to do this 
must have all the chattels that go with 
the business as well as the real estate. 
So, regularly, the bond is given the same 
priority of claim against the tangible 
personal property used in the business 
that it has against the real estate. 

Intangible Property — Collateral 
Bonds.—Bonds secured only by the 
pledge of intangible personal property, 
as by bonds and stocks, are not mort- 
gage bonds. That is, a mortgage ap- 
plies only to tangible property, chat- 
tels or real estate. The security of 
stocks and bonds is given by way of 
pledge and made effective usually by 
depositing the pledged securities with 
a trustee to hold under the terms of 
the trust indenture expressing the 
pledge. Bonds so secured are called 
“collateral bonds.” 

Bonds may be secured by both the 
deposit of collateral and by mortgage 
on real estate and chattels. Usually 
if there is a mortgage the bond takes 
its name from that and the deposit of 
the collateral is regarded as incidental 
and in the nature of additional security. 
In short, from the aspect of security, 
very little can be taken for granted 
from the name of the bond. The in- 
vestor needs to investigate in each 
case and find precisely what security 
has been given. 

It should be remarked that fre- 
quently all the mortgage bonds of a 
given issue are deposited as collateral 


security for bonds of another issue. 
In that case the bonds of the second 
issue have, in effect, the same mortgage 
claim as the deposited bonds. This 
situation frequently arises through a 
parent corporation taking all the bonds 
of an issue of a subsidiary and pledging 
them as collateral security for an issue 
of bonds of the parent company. In 
this way the parent company is able 
to borrow on the security of its general 
credit and give at the same time vir- 
tually a mortgage security on the assets 
of the subsidiary. Sometimes, how- 
ever, a company may pledge its own 
bonds as collateral security for an 
issue of its own. At first thought this 
may seem a complication without an 
advantage. Why should not the cor- 
poration sell the bonds of the original 
issue? This situation ordinarily arises 
out of a change in the money market 
after the original issue was authorized. 
Interest rates have gone up. The 
original bonds were authorized to run 
for a long period. To sell them on the 
terms that may now be obtained would 
be to impose on the corporation for 
the entire term of the bonds the burden 
of the money rates now existing. If 
the management of the corporation 
believes that interest rates are going 
down, the simplest solution of the 
financing problem immediately before 
it is to take the authorized long term 
bonds and pledge them as collateral 
security for bonds with a shorter term, 
maturing at such a time as the man- 
agement believes will be more favor- 
able for the issue of long term securities. 
The management believes that when 
the collateral bonds mature it will be 
able to sell advantageously the long 
term bonds deposited. 

Ordinarily, in the case of individual 
obligors, only specific assets existing at 
the time the mortgage is given come 
under the lien of the mortgage. Cor- 
poration mortgages contain a stipula- 
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tion that the mortgage is given not 


only on the property owned by the ~ 


corporation at the time but also on any 
property the corporation may acquire 
in the future. Such an agreement is 
termed a future acquifed property 
mortgage. Such future acquired prop- 
erty mortgages have led to the forma- 
tion of subsidiary corporations in 
order that new assets acquired may be 
mortgaged not subject to the lien of 
the parent company which uses bonds 
of the subsidiary as collateral for an 
issue of its own. 

Parent companies also guarantee 
bonds of subsidiaries. Sometimes such 
a guarantee is given as part of the 
payment for a lease. It is these two 
situations which most frequently give 
rise to guaranteed bonds. It is desir- 
able from the viewpoint of the investor 
that the guarantee be endorsed on the 
guaranteed security. 

Our discussion of corporation bonds 
has indicated those for the payment of 
which the bondholder may reach the 
assets of the obligor. A special class 
of bonds contain a stipulation that 
interest is payable only out of in- 
come. Such bonds are called income 


bonds. 


CLASSIFICATION ON AUTHORITY OF THE 


IssuE 


So far our classification of bonds has 
been from the primary viewpoint of 
the obligation, that is, whether the 
promise to pay is enforceable or not, 
and the security, that is, whether the 
bondholder relies on the general credit 
of the obligor or has in addition a 
direct claim on specific assets that 
would come prior to the rights of 
general creditors. But aspects other 
than that of security lead to other 
classifications. One classification can 
be made on the basis of the authority 
to issue. 


Open and Closed Mortgage Bonds 

This may be considered really a 
sub-classification of mortgage bonds. 
It is necessary that stockholders au- 
thorize the creation of a mortgage. 
Directors of a corporation may not 
voluntarily cease to do the business 
contemplated by the stockholders when 
they committed their funds to the 
enterprise, and may not voluntarily 
do that, the natural result of which 
might be the ceasing to do business. 
Therefore, directors may not sell all 
the assets of a corporation, converting 
into cash its means of continuing busi- 
ness. Ordinarily the authorization of 
a bare majority of stockholders would 
not be sufficient to effect a sale of all 
the assets of a corporation. Statutes 
usually declare the size of the majority 
required. To mortgage the property 
might result, through foreclosure, in a 
corporation being deprived of the 
means of doing business. A mortgage 
is in itself a conveyance. To be sure 
the same result might follow any in- 
debtedness in some other manner, but 
the possible result of the mortgage is 
direct and obvious. Therefore, stock- 
holders’ authority is required to mort- 
gage and to create a debt secured by 
mortgage. The stockholders author- 
ize the amount of the mortgage debt. 
If bonds representing the entire au- 
thorized debt are issued the mortgage 
is said to be “closed,” and the bonds 
are closed mortgage bonds. If bonds 
are not issued up to the entire mort- 
gage debt authorized the mortgage is 
open and the bonds are open mortgage 
bonds, but more commonly spoken of 
as “authorized and unissued bonds.” 

Refunding Bonds.—If a restriction is 
placed on the issuance of all or part of 
the authorized and unissued bonds, 
limiting their issuance to the one pur- 
pose of providing funds for the pay- 
ment of other, and usually senior bonds, 
the issue is called a refunding bond 


a 
J 
| 
| 
| 
we 


CLASSIFICATION OF INVESTMENT BonpDs 9 


The usual provision is that the 


issue. 
authorized and unissued bonds, or 
such part of them as are reserved for 
this purpose, may be certified by the 
trustee only on the receipt of an equal 
number of bonds of the issue which is 


to be refunded. 


CLASSIFICATION ACCORDING TO 
MarTurRITy 


Another basis of classification of 
bonds lies in the maturity and in the 
provisions, if any, for supplying funds 
with which to make payment at 
maturity. Bonds may be perpetual, 
that is, without any due date. This 
is different from a demand obligation, 
for which, in a sense, it may be said 
that every day is a due day. 


Perpetual 


Government bonds are frequently 
perpetual. In this country bonds are 
seldom a _ perpetual security. Still 
there are a number of corporation 
issues in this country without a due 
date. Bonds may be “redeemable,” 
that is, the issuer may reserve the right 
to pay before the date on which the 
issuer is obliged to pay. Ordinarily 
the redemption right is exercisable 
only in the payment of a premium, 
that is, some stated amount above the 
obligation to pay at maturity. Some 
specific provision may be made for the 
accumulation of a fund with which to 
meet the obligation to pay at maturity. 
Such a fund is termed a “sinking fund” 
and the bonds are called sinking fund 
bonds. sinking fund provision 
equalizes or distributes the burden of 
the debt. 


Serial Bonds 


A distribution of the burden of the 
debt may be provided by making an 
issue of bonds fall due, not all on the 
same date, but part each year through 
the entire period, or part of the period 


covered by the debt. Such bonds are 
called serial bonds. 


Convertible Bonds 


Perhaps the conversion feature of 
bonds may be considered most appro- 
priately at this point. Sometimes 
bonds contain a stipulation giving the 
holder the option to convert into a 
junior security, usually stock of the 
corporation, under the stated condition 
of time and price. This conversion 
stipulation may be thought of in close 
connection with the classification ac- 
cording to maturity because, in a sense, 
an exercise of the option to convert is 
an acceleration of maturity in that it 
brings the particular obligation to an 
end. The conversion stipulation con- 
tains the condition of the time within 
which the option may be exercised. 
That is, the right to convert may begin 
at once or at some later date and con- 
tinue till the due date of the bond, or 
the right may terminate earlier than 
the due date. The time limits are 
explicit and readily understandable. 
More difficulty sometimes arises over 
the price conditions. If the exchange 
is at par for par, that is, a thousand 
dollar bond may be exchanged for ten 
shares of stock of the par value of one 
hundred dollars a share, the situation 
is clear enough. But the stipulation 
is sometimes that the bond may be 
converted into stock at, say, 150. 
This means that it would require 
fifteen thousand dollar bonds to 
effect an exchange for one hundred 
shares of stock at the par value of one 
hundred dollars a share. The stock 
is paid for, so to speak, at 150 with the 
debt considered as worth the full 
amount of the obligation. Sometimes 
the option may be more complex, as 
that the bonds may be converted at 
75 into stock at 150. This means that 
the bonds are worth only 75 cents on 
the dollar of the obligation to convert 
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into stock at a price of 150. This 
particular ratio could be expressed by 
stating that the bonds could be con- 
verted (at par) into stock at 200. A 
conversion stipulation has been made 
in a number of government bonds 
issued during the war to the effect that 
the particular issue may be converted 
into another issue or issues. Of course, 
this is not a conversion into a junior 
security as we have stated of corpora- 
tion bonds, as there is, generally 
speaking, no seniority or juniority of 
government bonds, but simply a change 
from one government promise into 
another with different terms. 


CLASSIFICATION AS TO PAYMENT OF 
INTEREST 


Bonds are further classified with 
respect to the manner of transfer and 
interest payment into registered and 
coupon bonds. The creditor whose 
claim is represented by a registered 
bond can transfer his right to receive 
payment only by an entry on the books 
of the corporation. Payment of inter- 
est is made by check to the registered 
owner mailed to the registered address. 
Since title can pass only by change 
of registration such bonds are not 
negotiable. 


Accorpinc To Tax 


A special stipulation frequently con- 
tained in bonds has been given such 
importance through the course of 
federal income tax legislation as to 
have given another basis of classifica- 
tion for bonds. Agreements have fre- 
quently been inserted in bonds by 
which the obligor has promised to pay 
any tax which the obligor may be 
required to retain or withhold from 
the obligee. These agreements were 
doubtless inserted for many years 
without very much thought of the 
effect or expectation that the obligor 


would, in fact, ever be called on to suf- 
fer any loss on account of them. 
Neither did the investor pay any at- 
tention to them or pay a dollar more 
for the bonds on account of them. 
Years before there was any thought of 
an income tax with a “collection at the 
source”’ feature the writer came in con- 
tact with the British income tax with its 
“collection at the source”’ features, and 
called attention to the dangers of these 
tax covenants to the obligor. When 
our “collection at the source”’ statute 
was passed these tax covenants blazed 
with importance. When “collection at 
the source” was abandoned prices of 
bonds had become so affected by the 
presence of the tax covenant that it was 
deemed expedient to retain the “ with- 
holding at the source” feature in rela- 
tion to bonds. So on the basis of the 
federal income tax, bonds are known 
as “tax covenant” and “non tax cove- 
nant” bonds. 

The laws of our multiplicity of juris- 
dictions vary widely in respect to the 
taxation of securities, and bonds not 
subject to taxation in given jurisdic- 
tion are known as tax exempt in that 
jurisdiction and those subject to taxa- 
tion are called taxable in the juris- 
diction. 


Classification depending on the promise to pay 
No compulsion 
Government bonds, i.¢. of sovereign powers, 
including sovereign states of federations 
Compulsion 
Municipal bonds (government agencies) 
Private bonds—i.e. of individual, associated 
and corporation obligors 
Classification depending on the means of payment 
Bonds depending on the taxing power 
Government 
Municipal 
Bonds for the payment of which direct access 
may be had to assets of the obligor 
Private bonds that contain absolute prom- 
ise to pay 
Bonds for the payment of which, so far as 
interest is concerned, access may be had 
to earning power only 
Income bonds 
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Classification according to security Classification according to provision for maturity 
Debentures Perpetual 
No specific security but depending on the Serial 
general credit of the obligor enforceable Sinking fund 
through judgment and levy of execution Convertible 
Mortgage bonds Redeemable 
Bonds secured by mortgage on tangible Optional (i.e. redeemable after a certain 
assets time) 
Collateral bonds Classification according to manner of transfer 


Bonds secured by the pledge of intangibles— 
as stocks and bonds 
Classification according to the element of time in 
relation to the specific security 
Future acquired property mortgage bonds 
Specific mortgage bonds (i.e. relating only to 
assets existing and mortgaged at the time 
the mortgage is created) 
Classification according to authority to issue 
Closed mortgage bonds 
Open mortgage bonds 
Refunding bonds 


and payment of interest 
Registered 
Coupon 
Classification according to tax position 

Federal Taxation 

Taxable 

Tax exempt 

Tax covenant 

Non tax covenant 
State taxation 

Taxable 

Tax exempt 
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Tables of Bond Values—Theory and Use 


By Montgomery 
Boston, Mass. 


HIS article assumes that the ma- 
terial presented is to be referred 
to by the average practical dealer or 
investor in bonds, who seeks results for 
easy use and application. There are 
more exhaustive treatments of the sub- 
ject? which may better serve the pur- 
pose of those engaged in the valuation 
of an estate, or in other instances 
where great care should be exercised in 
order that all parties may be treated 
equably. 

It is strange how frequently one who 
has been familiar during his entire 
business career with the handling of in- 
vestment securities, or, who has been 
in almost daily contact with such 
matters, fails to comprehend the prin- 
ciples upon which bond values tables 
are computed. The writer has been 
time and again surprised to find that 
men who should understand such mat- 
ters suppose that it is a mere calcula- 
tion by simple arithmetic, and that 
not to obtain the results given in the 
ordinary tables of bond values by their 
method astonishes them. Such people 
have begun on the supposition, to il- 
lustrate, that they could take a bond 
bearing 6 per cent interest, maturing 
in ten years, costing 110, and divide 
the premium—10 per cent—by the 
length of time which the bond has to 
run—in the case cited, ten years— 
and, obtaining 1 as the result, deduct 
it from 6 per cent, the rate which the 
bond bears, and assume, therefore, 
that the net return upon that particu- 
lar investment is 5 per cent, the 10 


' This article is a reprint from the March 
1910, Annals, by Montgomery Rollins. 

2?See Chapter VIII of The Accountancy of 
Investment, by Charles E. Sprague. 
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per cent premium being charged off 
at the rate of 1 per cent yearly. 

The failure in this reasoning arises 
from their not understanding the fun- 
damental principles upon which such 
tables are based, which presuppose 
that the holder of a bond will, at the 
maturity of each one of the coupons, 
reinvest a sufficient portion of the 
money received, and keep it so invested 
until the maturity of the bond, so that 
the face value of the bond, added to 
the accumulation of reinvested interest 
will, at its maturity, be exactly equiva- 
lent to the original cost of the same. 

We have now arrived at the parting 
of the ways in this computation. 
There are two classes of accountants, 
or what you may choose to call them, 
whose ideas at this point sharply di- 
verge. The first proceeds on the prin- 
ciple that the portion of the coupon 
money set aside shall be compounded 
at the same rate as the net return upon 
the investment. ‘To illustrate: If it 
is a twenty-year 5 per cent bond, and 
selling at such a price as to yield 6 per 
cent, it is assumed that the money 
set aside shall be compounded at 6 per 
cent, regardless of the rates of interest 
which will probably prevail at such 
investing periods. To show further 
the absurdity of this, imagine the 
owner of several different lots of bonds, 
one lot having been purchased at a 
price to yield him 6 per cent per an- 
num, another at 5 per cent, and another 
at 4 per cent. The class which we 
are now discussing assumes that a 
portion of these interest payments, 
even though they may all fall due at 
the same dates, shall be reinvested at 
compound interest at 6 per cent, 5 per 
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cent, and 4 per cent respectively. It 
is unreasonable to believe that these 
three separate rates of interest will be 
ruling, at the same time for a similar 
grade of securities, or that there is any 
likelihood that the investor will guide 
himself, in the reinvestment of this 
interest, by taking into consideration 
the net return which he is enjoying 
upon the bonds in question. 

The other school, which is undoubt- 
edly the correct one, proceeds upon the 
plan of the reinvestment at some fixed 
definite per cent, say 3} per cent or 4 
per cent, without any regard to the 
net return which the original purchase 
price of the investment warrants. 
It does not take a very deep knowledge 
of finance to see that it is fairer to pre- 
dict the future investment rates of 
money at some average rate, such as 
just mentioned, than at such widely 
divergent rates as by the other plan. 

In the case of bonds selling at par, 
both schools would be right as to their 
results, because there are no premiums 
or discounts to be provided for. Also, 
in the case of a bond computed by the 
first method, selling at a net return 
which is the arbitrary rate assumed as 
the reinvestment rate of the second 
méthod, then, likewise, will the two 
schools agree. In all other instances 
they disagree. An idea of the amount 
of this disagreement may be shown by 
referring to the table accompanying 
this article, by which it will be seen 
that a 6 per cent bond having twenty 
years to run, selling to net 5 per cent, 
is 112.55, and, in this case, 5 per cent 
is the compounding rate. By the use 
of a table of bond values based on a 4 
per cent compounding rate, 112.03 is 
the result—a difference of nearly one- 
half of 1 per cent. Yet custom has 
decreed, and undoubtedly always will, 
that the tables based upon the princi- 
ples of the first school, including those 
of the author of this article, which he 


conceives to be inaccurate, are likely 
always to prevail in use, and that the 
tables of the second school will never 
reach any wide circulation. It would 
be relatively as great an undertaking 
in financial matters to change from 
the incorrect to the correct school, 
as it would be to imtroduce the 
metric system into this country, or to 
change the present standard gauge of 
railways. 

In the circulars of banking houses 
offering investment securities, in the 
financial columns of newspapers, and in 
the “shop” talk of the investment 
dealer will be encountered, with great 
frequency, such expressions as: “net re- 
turn upon the investment,” or, to 
be more specific, “‘a bond pays the in- 
vestor 4} per cent,” “yields 4} per 
cent,” “is on a 4} per cent basis,” or 
whatever the rate may be. In any 
event, the intent is to convey the in- 
formation as to what rate of interest 
the purchaser of a certain security 
at a given price may expect upon his 
money. By this is meant the propor- 
tionate rate which the income upon 
any investment bears to the total cost 
of that investment—“ accrued interest” 
excepted—taking into consideration 
the time which it may be outstanding 
before being paid off. 

Stocks, as a rule, are irredeemable, 
and consequently are figured as per- 
petual. Most bonds and other in- 
vestments of a redeemable nature— 
having some fixed determinable time 
to run—are not so figured. A simple 
illustration of an irredeemable stock 
would be that of one selling at $200 
per share, upon which dividends are 
being paid at the rate of 8 per cent 
yearly. In this case, the ratio of divi- 
dend, namely, 8 per cent, to the total 
cost, $200, would be 4, or 4 per cent, 
which is the investment yield. If the 
price of the stock were but $100 per 
share, and the dividend rate 4 per cent 
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per annum, the yield would still be 4 
per cent. 

We now come to a security having 
some determinable date of maturity, 
and the problem likewise becomes 
more complicated. Special tables, com- 
monly known as bond values tables, 
are used to ascertain the net returns 
from investments of this class. The 
books comprising these tables are so 
arranged as to cover different periods 
for which redeemable securities are 
likely, in the experience of bankers, to 
be outstanding; and, therefore, cover 
half yearly periods from six months to, 
say, fifty years, and then at greater 
intervals to one hundred years, it being 
supposed that most securities of this 
class will mature in, perhaps, twenty- 
five or thirty years and the vast 
majority inside of fifty years. 

To simplify this article, page 15, 
which covers the twenty-year period, 
is reproduced from one of the ordinary 
books in use. 

Henceforth, we shall speak of all 
redeemable securities as bonds. Let 
us now take an example of a bond hav- 
ing twenty years to run, bearing 5 per 
cent interest. At what price must it be 
sold to pay the investor 4 per cent? 
The twenty-year page above covers 
the period in question. The column 
headed 5 per cent must be taken and 
followed down until opposite 4 per cent 
in the extreme left-hand column. A 
result of 11,368 will be found, which is 
the rate of purchase of a bond to yield 
4 per cent upon the investment; that is 
to say, $1,136.80, plus the interest 
which may have accrued since the last 
maturing coupon. This 4 per cent net 
return means 4 per cent per annum for 
each of the twenty years, and is reck- 
oned upon the entire sum invested— 
“accrued interest’’ excepted—or in 
this case, $1,136.80. 

The time upon which to compute the 
net return, or the price of the bond, is 
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the time from the date of computation 
to the maturity of the issue, not from 
the date of the issue, as some inex- 
perienced persons have occasionally 
supposed, unless, of course, the date of 
issue and the date of computation 
should coincide. 

This seems a pertinent place to con- 
sider at some length the matter of 
“accrued interest” referred to above. 
Strange as it may seem, there are 
many investors who fail to comprehend 
a subject which, to most, is so simple. 
It is customary to make nearly all 
bonds with interest payable twice 
yearly. Let us take a $1,000 bond 
bearing 5 per cent interest. Upon this 
there will be found two coupons of $25 
each, and, we will say, for the sake of 
simplicity, that these coupons fall due, 
one in January and the other in July of 
each year. On the first day of Septem- 
ber a purchase is made of a twenty-year 
bond at 113.68 and accrued interest. 
The purchaser will pay $1,136.80,which 
is the principal and premium, but 
in addition thereto he will pay the in- 
terest upon $1,000, the face value of 
the bond, from July first, when the 
last coupon was detached, until Sep- 
tember first—two months. The bond 
bearing 5 per cent, this interest will be 
computed at that rate, and the investor 
will pay, in addition to the $1,136.80, 
$8.33, which is the interest on $1,000 
for two months at 5 per cent. An in- 
vestor may fail to comprehend that 
this $8.33 is not thrown away. As a 
matter of fact, it is returned to him 
when the next coupon is paid, which 
will be, following this _ illustration, 
January first. The investor wilt have 
held the bond four months, at the end 
of which time he will receive not only 
5 per cent per annum for the time he 
will have held it, but also the $8.33 
which he paid to the holder from whom 
he made the purchase. He will be out, 
however, interest on the $8.33 for the 
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Tastes or Bonp VALUES 
20 YEARS 
InrerEsT PayasBLe Semi-ANNUALLY. 
PER CEN 
ver an. | 8% | 88% | 4% | 48% | 5% | 8% | 7% 
2.90 LOI. 109. 06,116. 60/124. 15/131 .'70/146. 80|161 89 
3. 100.00) 107 .48)114. 96|122 .44/129 .92)144.87/159.83 
3.10 98 . 52/105 93/113 34/120. 75,128. 16142. 98/157.81 
3} 98 .15)105 .55)112 . 94/120. 33)127: 73/142 . 52/157 .31 
3.20 97 06/104. 41/111.75|119. 09/126. 44/141. 13/155.82 
3} 96 . 34/103 .66)110 .97|118.28)125. 59/140 .21/154.83 
3.30 95 63/102 .g1/110. 19|11'7. 47|124.75|139. 30/153. 86 
3.35 94 .93|102. 17|109 . 42/116 66,123 . 91/138 . 40/152 .89 
3} 94.58) 101 . 81/109. 04/116. 27/123 .49|137.95|152.41 
3.40 94. 23/101 . 44/108 .66)115.87/123 .08)137 51/151 .93 
3.45 93. 54|100.'72|107 90/115. 08/122. 26/136. 62/150. 98 
3} 92.85)100 .00) 107 . 15)114.30)121 . 45/135. 74|150.04 
3.55 92.17) 64/134 .87\149.11 
3.60 91.50) 98 .58)105 .67)112. 75/119. 84/134.01)148.18 
3; 91.16) 98. 23/105. 30\112. 37|119. 44/133. 58/147.72 
3.65 90.83) .26 
3.70 90.17) 97. 19/104. 21/111. 24|118. 26/132. 30/146.35 
3} 89.51) 96.50)103.50)110. 49/117. 48/131. 46/145 .44 
3.80 88.86) 95 .82|102 .'78)109 .'74/116. 70/130. 63/144. 
3} 87.90} 94.81/101 .73)108. 64/115. 56/129 39/143 .22 
3.90 87.58) 94. 48)101 . 38/108. 28/115. 18,128. 98|142.78 
4. 86.32) 93. 16|100 .00)106 . 84/113 68/127 . 36/141 .03 
4.10 85.09) 91.86) 98.64\105. 42/112. 32 
4} 84.78) 91.54) 37/138 .90 
4.20 83.87) 90.50) 19/137. 63 
4} 83.27) 89.96) 96.65/103 .35)110.04/123 .42)136. 80 
4.30 82.68) 89.34) 96. 00/102. 66/109. 33/122. 65/135. 98 
4j 81.80) 88.42) 95.04/101.65)108 .27/121.51/134.75 
4.40 81.51) 88.11) 94.72/101. 32/107. 93/121. 14/134.35 
4} 80.35} 86.90) 93.45/100.00)106 .55)119 .65)132.74 
4.60 79.22) 85.72) 92.21| 98.70\105. 19/118. 18|131.16 
4} 78.94) 85.42) 91.90) 
4.70 78.11) 84.55) 90.90) 61 
4} 77.57) 83.98) 90.39) 96.80) 103 .20)116.02)128 .84 
4.80 77.02) 83.40) 89.79) 96.17\102. 55/115. 32|128.08 
4] 76.22) 82.56) 88.90) 95.24/101 .59)114.27/126.95 
4.90 75.95) 82.28) 88.61) 94.94/101. 27\113.92/126.58 
5. 74.90) 81.17) 87.45) 
| 5.10 73.86) 80.09) 86.31) 92.53) 98.76)111. 20/123.65 
5} 73.61) 79.82) 86.03) 92.24) 98.45/110.87/123.29 
5.20 72.85) 79.02) 85.19) 91.36) 97.53/109.87\122.22 
5} 72.34) 78.49) 84.64) 90.78) 96.93/109.22/121.51 
5.30 71.85) 77.97) 84.09) 90.21) 96.33/108.57\120.81 
5} 71.11) 77.19) 83.27) 89.36) 95.44/107.60/119.77 
5.40 70.87) 76.94) 83.01) 89.07) 95.14/107.28|119.42 
5 69.90) 75.92) 81.94) 87.96) 93.98)106 .02)118.06 
5 68.72) 74.68) 80.64) 86.59) 
5 67 .57| 73.46] 79.36) 85.26) 91.15)102.95)114.74 
5 66.43) 72.27| 78.11) 83.95| 89.78)101.46)113.13 
6. 65.33) 71.11] 76.89) 82.66) 88.44/100. 00/111. 56 
6 64.25) 60. 75.69) 81.41) 87.13) 98.57|110.01 
6 63.19} 68.85) 74.51) 80.18) 85.84) 97.17|108.50 
6 62.15) 67. 73.36| 78.97) 84.58) 95.79/107.01 
6 61.14) 66.69) 72.24) 77.79) 83.34) 94.45/105.55 
6 60.14) 65. 71.14| 76.64) 82.13) 93.13/104.12 
6 59.17) 64.62) 70.06) 75.50} 80.95) 91.83/102.72 
6 58.22) 63.61! 69.00) 74.30) 79.78) 90.57/101.35 
7 57.29) 62.63) 67.97) 73.31) 78.64) 89.32/100.00 
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four months.' Here is where bonds 
and stocks sell differently, although 
there are exceptions to this rule. 
When a stock is sold, a sufficient price 
is added to the quotation so that it off- 
sets the amount of interest—dividend 
—which has accrued since the last 
payment. A stock selling ordinarily 
at $100 a share and paying dividends 
at the rate of 4 per cent per annum—2 
per cent, say, each January and July— 
would be quoted, everything else being 
equal, at 101 half way between the 
two dividend periods, as the 1 per 
cent premium would fairly represent 
the dividend accumulation for three 
months at the rate of 4 per cent per 
annum. 

Until recent years, bonds were sold 
on the New York Stock Exchange in 
this same way, and quotations included 
the interest accrued. Today, however, 
upon this exchange, as well as other 
leading exchanges, bonds are sold— 
income or defaulted bonds accepted 
—plus the accrued interest. The ordi- 
nary bankers selling bonds also cus- 
tomarily sell them “with. accrued 
interest.” 

The foregoing explains such common 
expressions as “103 and accrued in- 
terest,” “109 and accrued interest,” 
or “109 and interest.” 

An expression something like this is 
often encountered: “Yielding 4 per 


The loss of interest upon the interest brings 
up the point that ordinary investment transac- 
tions always ignore this loss. Unless a bond by 
chance happens to be purchased upon a coupon 
date there must be some accrued interest paid, 
and absolute accuracy in figuring would demand 
the taking of this into consideration and would 
change slightly the net yield if it were figured 
into the actual purchase price, even though it 
were returned to the purchaser at the next cou- 
pon period. This would complicate matters so 
much, however, that it is seldom taken into con- 
sideration, as the amount, which is always 
against the purchaser and in favor of the seller, 
is slight. 
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cent for the first ten years and 5 per 
cent for all time thereafter which the 
bond may run.” By this it is under- 
stood that the issuer of the bond has 
the right to redeem it any time after 
ten years, but shall not be obliged so to 
do until some later date, as, in this 
case, twenty years. These bonds are 
known by such titles as “10-20 year 
bonds” or “10—20's,” by which it is 
understood that they are absolutely 
due and payable in twenty years, but 
optional on the part of the issuer to 
redeem any time—generally upon a 
coupon date—between ten and twenty 
years. In a case of this kind, the 
seller must not assume that the bond 
will run longer than ten years. The 
greater the length of time which any 
form of an indebtedness, selling at a 
premium and having a fixed rate of in- 
terest, may be outstanding, the greater 
the percentage in interest return to 
the holder, prices always being equal. 
Therefore, in selling a 10-20 year bond 
at a premium, the net return should be 
computed on the basis of its being 
outstanding the minimum possible 
number of years—in this case ten— 
but should it run twelve years, for 
instance, before being paid off, the 
purchaser would benefit by the two 
additional years. That is, if the net 
return were computed, as it should be, 
on the ten-year basis, for any addi- 
tional time which the bond might run, 
the investor would obtain a yield of 
the full rate of interest borne by the 
bond. 

Should a bond be selling at a dis- 
count, the shorter the length of time 
which it runs the greater the interest 
return, prices being equal; the con- 
trary is true of a bond selling at a pre- 
mium. In computing the interest re- 
turn or yield, the following rule must 
be observed if the issue is “optional,” 
so called, as in the case just cited: 
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Rute ror Computing Ner YIELD 
or Options Bonps 


When bonds are selling at a premium 
the interest return must be computed 
upon the shortest possible time which 
the security may be outstanding; when 
selling at a discount, the greatest 
length of time which it may be out- 
standing must be used as the basis. 

In buying an issue of bonds known 
as “serials,” that is to say, with a cer- 
tain portion of the issue maturing 
periodically, many dealers in invest- 
ment securities, who should know bet- 
ter, make the mistake of averaging 
the life of the issue, and then, by the 
use of a table of bond values, basing 
their computation upon this average 
maturity; whereas, a separate price 
should be computed for each maturity, 
and then the average price taken— 
supposing, of course, that it is the in- 
tention to make one price for the entire 
lot, including all the different maturi- 
ties. If bonds are bought by the first 
method and retailed by maturities, 
either a loss will result, or a less 
profit than expected. 

The fallacy of averaging the matu- 
rity, and computing the net return 
upon the period of time resulting, 
arises from the fundamental principle 
set forth elsewhere in this article, that 
the net return upon a bond is based 
upon reinvesting at compound interest 
a certain portion of the coupons as 
they severally become due. Conse- 
quently, each maturity of a serial 
issue must be computed upon its own 
time in order that this principle of 
compounding the interest may have 
true application. 

An investor should guard against 
deceiving himself as to the income 
upon a redeemable bond for which he 
has paid some price other than par. 
Let us illustrate by taking a bond hav- 
ing twenty years to run, bearing 5 per 
cent interest, and for which payment 


has been made at the rate of 113.68— 
that is, $1,136.80 and accrued interest, 
the net return by the ordinary bond 
values tables being 4 per cent. That is 
to say, the investor is supposed to 
receive 4 per cent per annum upon the 
purchase price of $1,136.80. In ac- 
tual practice, as the coupons fall due, 
the investor receives $25.00 each six 
months, or $50.00 per annum. When 
the bond matures, he will receive, in 
addition to the last interest payment, 
only the principal sum of $1,000. 
There is, therefore, $136.80 premium 
paid that must be accounted for in 
some manner. A sinking fund, so- 
called, may be set aside each half 
year out of the interest as received to 
provide for this premium. The in- 
vestor is entitled to reckon his income 
at 4 per cent per annum on $1,136.80, 
the total purchase price, which would 
be $45.47, or, for each six months’ 
period, one-half that sum; namely, 
$22.74. Deducting this from the semi- 
annual coupon leaves $2.26, which 
sum, if invested each six months at 
4 per cent, will, at the maturity of 
the bond, added to the principal 
sum, equal $1,136.80, the original 
purchase price. 

This is all based on the supposition 
that the $2.26 above mentioned will be 
invested promptly when received twice 
yearly at the rate of 4 per cent per 
annum; in other words, that it will be 
compounded at 4 per cent per annum. 
It may be that this is an unfair rate, 
that a lower rate, 33 per cent, or the 
prevailing savings bank rate, would be 
a better one to choose. If this were 
the case, a proportionately larger sum 
would have to be set aside each six 
months to create a sufficient sinking 
fund. 

So far, we have had but one period, 
i. e., twenty years, together with a 
fixed net return and price. The 
amount of the sinking fund must 
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necessarily vary with the change of 
any one of the three factors: time, 
net return, or price. We will change 
but one of these, the time. Take 
nineteen years as the life of the bond 
when purchased. The tables show the 
price of a 5 per cent, nineteen-year 
bond to net 4 per cent. to be 113.22, 
or $1,132.20 for a $1,000 bond. Pro- 
ceeding again as above, we find 4 per 
cent on this sum to be, for a half year, 
$22.64, or $2.36 less than $25.00, the 
amount of the six months’ coupon. 
Here, then, is $2.36 for a nineteen- 
year bond, as against $2.26 for a 
twenty-year bond—prices and net 
return being equal—as the sinking 
fund. 

The question naturally arises as to 
the way to treat similarly a bond 
bought at a discount. Let us again 
illustrate: A 5 per cent bond having 
twenty years to run, if purchased at 
the rate of 88.44, or $884.40 and ac- 
crued interest, will net the investor 6 
per cent; that is, 6 per cent on the 
$884.40 invested. As the coupons 
fall due, he obtains, the same as in the 
above case, $25.00 each six months, 
or $50.00 per annum. When the bond 
matures he will receive, in addition to 
the interest, the full principal sum of 
the bond, $1,000, for which he has 
paid but $884.40. There is, therefore, 
a difference here of $115.60, by which 
amount the purchaser will be appar- 
ently enriched at the maturity of his 
bond. If, however, he wishes to avail 
himself of the full 6 per cent net re- 
turn which he is entitled to receive, 
he must anticipate this difference of 
$115.60, which may be done in this 
manner: He is entitled to reckon his 
income at 6 per cent on the $884.40, 
the original purchase price, which, 
for each six months, would call for 
$26.53. The coupon which he de- 
taches from his bond provides for but 
$25.00 of this. There is, consequently, 


the sum of $1.53 which he should 
receive from some source to make his 
full 6 per cent interest. He may antic- 
ipate the $115.60 above referred to 
by taking from some other fund this 
$1.53 each six months. This repre- 
sents the amount which, if invested at 
6 per cent, the same net return as pro- 
vided for in the investment, will, at the 
maturity of the bond, added to the 
$884.40, just equal $1,000. It will be 
noticed, however, that in this instance 
it is supposed that the $1.53 will be 
compounded at 6 per cent, and here 
again the fallacy of the customary 
method of compounding the reinvest- 
ment portion is emphasized, for it is 
not likely, nor supposable, that these 
sums can be compounded at 6 per cent. 
But, in this case, as the bond is bought 
at a discount, the investor will not be 
likely to deceive himself; for accepting 
an arbitrary compounding rate of 6 
per cent is necessarily taking a less 
amount (in this case $1.53) than he 
would if it were compounded at a 
lower rate. To prove this, let us sup- 
pose that 4 per cent is taken as this 
rate. The investor might then allow 
himself $1.88 each six months to add to 
his $25.00 to. provide himself with a 
6 per cent net rate. 

To explain one more point in this 
connection, and following the illus- 
tration above where $1.53 is taken each 
six months, which must be taken 
from some other fund, is there not a 
loss of interest each time upon that 
amount until the maturity of the bond? 
Or, in other words, what provides for 
the interest on these sums? That 
comes back at the maturity of the 
bond, for it will be noticed that if $1.53 
be multiplied by 40, the number of cou- 
pons, the sum equals $61.20. But 
$115.60 will be received at the end 
of twenty years, and the difference 
between these last two sums is $54.40. 
That is to say, $54.40 represents the 
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compound interest on the $1.53 period- 
ically taken and expended as income. 

The above argument is based upon 
the supposition that a bond will be 
held until maturity, or that, in case it 
should be disposed of earlier, the price 
realized shall be such as to give a yield 
equivalent to that at the time of pur- 
chase. In other words, if a bond hav- 
ing twenty years to run, bearing 5 per 
cent interest, is bought at 113.68, 7. e., 
a 4 per cent basis, and is sold at the end 
of five years it is supposed that the 
price shall be computed on a basis of 
the fifteen years which the bond still 
has to run, which, to give a 4 per cent 
basis, would be 111.20. Instead, how- 
ever, the holder of such a security may 
sell it at a higher price than the equiva- 
lent basis. What, then, shall be done 
with this surplus or profit? This ques- 
tion has been considered many times 
by the courts, who have decided that 
this excess premium belongs to the 
principal and should not be considered 
as income. This is from the stand- 
point of trustees. The ordinary in- 
vestor, however, may treat it as he 
likes, except, that in order to ascer- 
tain whether or not he has made a 
profit, he must find the price for the 
equivalent basis, and compare it with 
the price received. 

Loring’s A Trustee's Handbook dep- 
recates the practice of buying bonds 
at a discount to offset those purchased 
at a premium. The reasoning is that 
the difference in price is not simply a 
question of interest, but more often 
one of security. 

Bond values tables cannot cover all 
rates of interest and all maturities. 
Neither can they give every conceiv- 
able net yield. To have in one volume 
sufficient matter to cover all the pos- 
sible results, which investors or bank- 
ers may desire to obtain in the course 
of their investing or business careers, 
would require a volume beside which 


the family Bible of old would pale into 
insignificance. The most likely called 
for and commonly desired results only 
can be given in a volume of moderate 
dimensions. Likewise, financial con- 
ditions change. At times, rates of 
interest between 3} and 3} per cent are 
the prevailing levels of high-grade 
securities. It was not many years 
since that few bond dealers would have 
had the temerity to predict a long-con- 
tinued interval during which high- 
grade securities could be purchased to 
net the investor in the neighborhood of 
5 per cent. Yet such is the condition 
of affairs at the time of writing this 
article. This is stated to illustrate the 
difficulties with which the authors of 
tables of bond values have to contend 
in order to meet the popular demand. 
Tables issued a few years ago during 
the prevailing low rates of money are 
of little value today, when the rates 
have so largely increased. 

The fact, however, that a book of 
bond values does not give every result 
sought for need not deter the user 
thereof from making some attempt to 
secure the result desired by a simple 
use of mathematics. We will confine 
ourselves to that twenty-year page 
already referred to as an illustration. 

Suppose it were desired to know the 
price at which a 5} per cent bond 
should be sold to net the investor 4 per 
cent. In the 6 per cent column, op- 
posite 4 per cent, will be found 127.36. 
In the 5 per cent column, directly 
to the left, 113.68. Add these two 
results together and divide by 2, and 
you have the resuit for a 5} per cent 
bond. 

The highest rate bond which the 
sample page covers is 7 per cent. 
Prices to cover an 8 per cent bond 
may be found by obtaining the differ- 
ence between those of a 7 per cent and 
6 per cent rate and adding the result 
to the former. Example: 
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Price of a 20-year 7 per cent bond to 


$118.06 
Price of a 20-year 6 per cent bond to 
106.02 
Add price of 7 per cent bond ... —‘:118.06 
Price of 20-year 8 per cent bond to 
net 5} per cent.................. $130.10 


By an understanding of all this, it 
will be clear that the results for a bond 
bearing any rate of interest may be 
quickly computed. 

Again, suppose it is a 5 per cent bond 
having twenty years to run and that 
it is desired to find the price at which 
it will net the holder 4.05 per cent. 
The nearest results in the table here 
given to this are 4 per cent and 4.10 
per cent net returns. Find the column 
headed 5 per cent; obtain the results 
for 4 per cent and 4.10 per cent; add 
them together, divide by 2, and the 
result, near enough for all practical 
purposes, will be obtained. There will, 
however, be a very slight inaccuracy. 
If a result for 4.03 per cent were de- 
sired, it would be necessary to find the 
prices opposite 4 per cent and 4.10 per 
cent; substract the lesser from the 
greater, divide by 10, which is the dif- 
ference between 4 per cent and 4.10 
per cent in the left hand column, and 
then you obtain what the ratio of 
change in price is for each one-hun- 
dredth of one per cent increase in the 
net return. Multiply your result, to 
follow this example, by 3, and deduct 
it from 113.68, the price to net 4 per 
cent, and you obtain the price of a 5 
per cent bond to net the investor 4.03 
per cent per annum. ‘This, again, is a 
rough mathematical calculation and 
not absolutely accurate, but a little 
understanding of such matters will 
enable one to form approximate and 
useful conclusions. 

It is sometimes desired to ascertain 
what a bond will yield at a given price 


when sold “flat.” (By this expression 
it is understood that the purchaser 
pays no accrued interest.) A twenty- 
year bond, bearing 5 per cent interest, 
with coupons maturing semi-annually, 
February and August, is offered for 
sale on April Ist at 115 “flat... What 
does it pay? We must first find out 
how much interest has actually ac- 
crued upon the bond. In this case, 
it is two months. This, then, must be 
brought into dollars and cents. Two 
months’ interest at 5 per cent on $1,000 
(360 days to the year) is $8.33. The 
price of the bond is 115: that is, $1,150 
for a $1,000 bond. Deducting the 
$8.33 just mentioned, you have as a 
result $1,141.67, which brings the bond 
down to 114.167, or, rounding out the 
second place to the right of the decimal, 
114.17. To put it in another form, 
114.17 and accrued interest is equiva- 
lent to 115 “flat.” By referring to the 
table under the column headed 5 per 
cent, we find that 114.17 lies between 
115.18, which is a 3.90 per cent basis, 
and 113.68, which is a 4 per cent basis. 
We deduct the lesser of these two ‘fig- 
ures from the greater and obtain 1.50, 
which represents the ratio of increase 
for each variation of ten one-hun- 
dredths of one per cent in the net return. 
That is, a 3.90 per cent basis is to a 4 
per cent basis as 115.18 is to 113.68. 
Divide 1.50 by .10, the difference be- 
tween 3.90 per cent and 4 per cent, 
and you get what the ratio of decrease 
in price is for one one-hundredth of 
one per cent, which would be 15. 
Now we deduct 114.17, which is the 
price given, from 115.18, the nearest 
higher price in the tables, and obtain 
as a result 1.01. Divide this by 15, 
the ratio of change in price for each 
increase of one one-hundredth of one 
per cent in the net return, and we get 
.067; by which we understand that 
114.27, the price given, is less than 
115.18, the next higher price in the 
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tables, as .067 is the increase in net 
return over 3.90 per cent. Add, 
therefore, these two together, 3.90 
and .06+-, and we obtain 3.96+, which 
equals the approximate net yield, 
according to this example, of a bond 
selling at 115 “flat,” which is the 
equivalent of 114.17 and “accrued 
interest.” 
To sum up: 


Price of bond—“flat’”.. $115. 
Deduct 2 months’ inter- 
.833 


Price of bond—“ with 


$114.167 or $114.17 
Price of bond to yield 
3.90 per cent ....... 915.18 
Price of bond to yield 4 
Difference in price to 
equal .10 difference in 
$1.50 
bo per cent difference 
in yield, therefore, 
Price of bond to yield 3.90 per cent 
Deduct price of bond in example... ‘114.17 
$1.01 
Divide by 14, the difference in price 
equivalent to difference in yield 
for each ¢}» per cent and get... . . 067 
3.90 
The result desired... ........ $3.96 + 


Be it understood, however, that this 
result is not absolutely accurate. 
There will be a variation of one or 
more one-hundredths, but it is a rough- 
and-ready way to obtain a very close 
approximation to what a bond will 
pay under conditions that are given. 
By the above method, it will be under- 
stood how to obtain the net return 
at a given price, when the price varies 
from what is actually given in the 
tables used. 

It is seldom that a security is pur- 
chased upon a coupon date, and when 
such is not the case, tables which cover 


only half yearly periods are only ap- 
proximate and must be adjusted to the 


actual time which the bond runs before 
maturity. For example, take a bond 
with 19 years 8} months to maturity 
bearing 5 per cent interest, to net 4 
percent. The twenty-year table gives 
113.68; the 19} year table, 113.45. 
Subtract and get .23 which equals the 
difference in price between 19} and 20 
years for a 5 per cent bond netting 
4 per cent. Nineteen years 8} months 
lies between these two periods, and is 
24 months longer than 19} years. 
There being twelve half months in a 
half year, divide 23, found above, by 
12 and get .01916. As 2} months are 
5 half months, multiply .01916 by 5 
and get .0958, which is added to the 
price of the 19} year bond. 

Thus 113.45 and .0958 give 113.5458, 
or, rounding out, 113.55, which is 
close enough for practical purposes. 

We have been so far discussing bond 
values tables based upon redeemable 
securities with interest payable semi- 
annually. There are many issues of 
bonds in existence bearing annual 
interest, far more than the average 
bond dealer or investor realizes. There 
are, likewise, many other issues, such as 
our government securities, which have 
interest payable quarterly. It is not 
fair, therefore, to use a table of bond 
values based on semi-annual interest 
payments to compute the net return 
upon issues of bonds with interest 
payable in annual or quarterly instal- 
ments. The semi-annual bond values 
tables, as already explained, are based 
upon the theory that a portion of the 
coupon money, as received, will be 
reinvested twice a year, and the inter- 
est compounded. In a bond with the 
interest payable but once a _ year. 
this money can only be reinvested 
and compounded once a year. Like- 
wise, in a quarterly table, it will be 
four times a year. To show the dif- 
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ference, let us take (again see the 
table) a 4 per cent bond having 
twenty years to run. At 114.96 it 
pays 8 per cent as a semi-annual bond. 
As a bond with interest payable an- 


nually the price would be 114.88, and 
as a bond bearing quarterly interest 
payments, the price would be 115.00. 
There are to be had, therefore, separate 
sets of tables to meet these requirements. 
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Treatment of Bonds at the Time of Reorganization 


By Arruur S. Dewine 
Graduate School of Business Administration, Harvard University 


DISTINGUISHED jurist re- 
marked, nearly forty years ago, 

that “it rarely happens in the United 
States that foreclosures of railway 
mortgages are anything else than the 
machinery by which arrangements be- 
tween creditors and other parties in 
interest are carried into effect.”' This 
apparently revolutionary doctrine rep- 
resented the acknowledgement by the 
highest court that the adjustment 
of the financial misfortunes of a rail- 
road was to be conducted along dif- 
ferent lines from the adjustment of the 
affairs of any other bankrupt business. 
It was the tacit acknowledgement that 
a railroad occupied a peculiar and in- 
dividual position in our economic life 
and that its financial affairs were af- 
fected by its social significance. In 
effect, it was the extension of the social 
responsibility of a railroad’s operation, 
—as developed in preceding years*— 
to a railroad’s financial affairs. Pro- 
phetic of the future was Justice Waite’s 
grasp of the substance behind the form 
of a railroad reorganization, for since 
this statement was made the entire 
current of events in the field of rail- 
roads has been such as to amplify 
and reinforce its truth. Further- 
more, the whole course of corporate 
reorganizations in all fields of indus- 
trial activity has followed in the wake 
of his theory of railroad reorganization. 
The present theory and practice of 
corporate reorganization has been the 
result of a slow evolution in which the 


' Chief Justice Waite, Can. So. Ry. Co. v. 
Gebhard, 109 U. S. 539 (1883). 

* Gra cases beginning Munn. v. Illinois, 94 
U.S. 118 (1877); to Stone v. Wisconsin, 94 U. S. 
181. 


exigencies of financial necessity have 
always dominated legal forms. This is 
clear from its purpose; for reorganiza- 
tion is surgery applied to corporate 
failure. It is the climax of blasted 
hopes and thwarted ambitions. As 
such, it is, even in its happiest light, 
merely an expedient for making the 
best out of an unfortunate situation. 
It necessarily involves a conflict of 
legal rights, and it is necessarily carried 
through under the stress of disappoint- 
ment, ill-temper and personal animosi- 
ties. It reaches down into the funda- 
mentals of corporate affairs. For this 
reason, if for no other, it is at once the 
most intricate and at the same time the 
most fascinating topic of corporation 
finance. 


Facrors DrTeRMINING THE STATUS 
or Bonps at REORGANIZATION 


The fundamental character of the 
general subject of reorganization is 
shown by the treatment of bonds. For, 
in the end, the real and abiding security 
of a bond issue is its probable treat- 
ment at the time of reorganization. 
All else is superfluous. The mortgage 
securing the New York and Erie Rail- 
road 4s of 1947 is the simplest and 
crudest railroad mortgage now in force. 
No corporation lawyer of the present 
would think of employing anything 
like it to secure a contemporary issue 
of bonds; yet, probably no corpora- 
tion bonds are more secure than those 
issued under this old mortgage. The 
bonds are a first lien, of over seventy 
years’ standing, on the main trunk line, 
representing the most important sec- 
tion of the shortest route between New 
York harbor and Chicago. They have 
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withstood three separate reorganiza- 
tions of the Erie system. 

Five fundamental and important sets 
of conditions determine the status of 
any bond issue at the time of the re- 
organization of the corporation which 
is liable for the issue. The first two 
are concerned with the nature of the 
corporation, without reference to the 
bond issues involved in the reorganiza- 
tion. Two other sets of conditions are 
concerned with the economic and 
strategic position of the specific issue of 
bonds, in relation to the other obliga- 
tions and liabilities dealt with in the 
reorganization. The fifth set of deter- 
mining conditions is legal; superficially, 
these are of paramount importance; 
actually, they are insignificant com- 
pared with the others. Before dis- 
cussing the treatment of any bond 
issue in particular, it is necessary to 
understand the bearing of these un- 
derlying factors. 


Public Attitude Toward Bankrupt 
Corporations 

The first set of conditions is con- 
cerned with the public attitude toward 
the necessity and social importance of 
the business conducted by the bank- 
rupt corporation. At the one end of a 
series is the privately owned water 
company, the business of which is so 
essential to the life of the community 
which it serves that public officials 
exercise a strict supervision over the 
conduct of its business. Of sim- 
ilar inestimable economic importance 
to the nation are the great railways 
which make our present industrial 
organization possible. At the other 
end of the series are the small, locally 
owned manufacturing businesses en- 
gaged in the production of unimpor- 
tant luxuries, of which the supply 
is always ample. Businesses of the 
former type are so interwoven into 
our modern mode of living that we 


designate them collectively by the 
term “public utilities.” As the indus- 
trial order changes, businesses which 
at one time were not of great social 
significance become so, and the courts, 
sanctioned by social opinion, invest 
them with the privileges, restrictions 
and limitations that belong to public 
service corporations. The attitude of 
the public, as crystallized in judicial 
precedents and statutory law, toward 
the public character of a business has 
much to do with the treatment of the 
corporation’s bonds at the time of re- 
organization. If the business of a 
bankrupt corporation is invested with 
a public character, the courts may 
permit a great variety of past and 
present debts to supersede all the 
bonds, even the underlying first mort- 
gage, provided such a course is neces- 
sary in order to keep the public service 
enterprise in actual operation; whereas, 
a bankrupt business not invested with 
a public character will be liquidated by 
the courts for the benefit of the credit- 
ors, and no general creditor can acquire 
a priority of claim sufficiently strong 
to emasculate the security of the mort- 
gage bondholders. In the one case, 
public convenience or necessity may 
supersede all the contractual priorities 
of a mortgage bond; in the other case, 
the claims of the various creditors, 
including the bondholders, to the 
bankrupt’s property follow logically 
the order of their lien on the corporate 
estate. 


Character of Business Conducted by the 
Corporation 

The second set of conditions are con- 
cerned with the specific character of 
the business conducted by the bank- 
rupt corporation—the kind of market 
it supplies, the merchantability of its 
assets, the rapidity with which its capi- 
tal is “turned over” and its natural 
capacity for borrowing capital. There 
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is one type of business requiring a 
large amount of fixed capital, of which 
a power dam is an illustration, which 
has no current quick assets that can 
be sold for the benefit of creditors. It 
requires little or no working capital 
and, therefore, once it is in operation, 
it requires no loans from the banks. It 
supplies a relatively stable market. 
The services it sells cannot be “trade- 
marked” and little business skill is 
required for its administration. 

At the other extreme is the type of 
business which requires little fixed 
capital—as a tannery—where the cur- 
rent assets constitute about all there 
is to the value of the corporation’s 
property. The capital is “turned over” 
readily; the volume of purchases and 
sales fluctuates rapidly, so that large 
amounts of bank credit must be avail- 
able at certain times. It produces a 
commodity for a highly competitive 
market and great skill is required for 
the administration of the business. 

In the reorganization of the former 
type of business, general as well as 
underlying bonds may be left undis- 
turbed, because the reorganized cor- 
poration will have an assured and rela- 
tively constant earning power, and no 
need would arise for securing bank 
loans to carry, temporarily, an unus- 
ually large volume of business. In the 
reorganization of the second type, the 
old bonds must be scaled down to the 
lowest possible point, and in reorgani- 
zation plans of markedly good tech- 
nique all bonds of the bankrupt cor- 
poration are converted into stock. 
The plan must safeguard, above all 
else, the general borrowing credit of 
the reorganized corporation, and pre- 
serve the organization, the “good will” 
and the trade standing of the business. 
A bond, even a mortgage bond, of such 
a business is an empty symbol unless 
these intangible elements are main- 
tained. 


Economic Position of Bond Issues 

The third set of conditions pertain 
to the earning capacity of the particu- 
lar property which secures one bond is- 
sue in contrast to another bond issue of 
the same bankrupt corporation. In 
the reorganization of a large railway 
system, a large local utility on an indus- 
trial. “trust” of hybrid origin, there are 
usually several separate issues of bonds. 
One issue is secured by a mortgage on 
one piece of property; another issue by 
a mortgage on an entirely different 
piece of property; and the two pieces 
of property have probably contributed 
differently to the earning capacity of 
the bankrupt corporation. Obviously 
the bonds secured by the more lucra- 
tive property must be treated more 
liberally than those secured by property 
having a less inherent earning capacity. 
Obviously, no bondholders can be 
asked, under any circumstances, to 
accept new securities in a reorganized 
company which yields less income than 
the distinguishable earning capacity of 
the property securing the bonds; and, 
equally self-evident, bondholders whose 
only security is property having little 
or no independent earning capacity 
may be justly asked to endure any 
sacrifice in income short of the com- 
plete extinction of their investment. 


Strategic Position of a Bond Issue 


The fourth set of conditions have to 
do, again, with the property securing an 
issue of bonds—the strategic signifi- 
cance, rather than the explicit earning 
capacity, of the property. For it is 
true that in any complex financial 
structure the property securing one 
bond issue is more essential to the 
operation of the business as a whole 
than the property securing another. 
Obviously, the former issue must be 
treated with conspicuously greater 
liberality than the latter. This dis- 
tinction is of great importance in ad- 
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justing the relative interests of differ- 
ent small, and separately secured bond 
issues in every complex reorganization, 
but it is especially important in the 
reorganizations of large railway sys- 
tems. For, obviously, the holders of 
bonds secured by a mortgage on the 
main trunk stem of a railway system 
must be treated with the utmost 
liberality. They must be treated, in 
actual practice, with much greater 
liberality than the holders of bonds 
secured by a mortgage on a branch 
line, the traffic on which is important 
but not absolutely essential to the 
integrity of the reorganized property. 


‘Legal Conditions 


The fifth set of conditions to be 
considered are legal. Except in rare 
cases,’ all bonds are issued under a 
covenant or indenture which specifies, 
explicitly, the rights of the bondhold- 
ers in case of default. Often, however, 
federal and state statutes or judicial 
precedents have altered the signifi- 
cance and the strength of the legal 
privileges accorded the bondholders in 
their contract with the corporation, 
and these privileges, so far as they are 
binding, have a direct bearing on the 
claims of the bondholders to the assets 
of the corporation. Then, too, the 
general machinery prescribed by judi- 
cial procedure tempers the relative 
standing of bond issues. If the re- 
organization follows a foreclosure of 
one of the bond issues and a judicial 
sale of the assets of the corporation, 
severe pressure can be exerted on all 
the junior bondholders. In all re- 
spects, except actual command,‘ a 
court can impose a reorganization plan 

* Like certain old debentures of the New York, 
New Haven and Hartford, and the Boston and 
Maine Railroads. 

‘The court, by approving of the conditions 
of the judicial sale, may indirectly force the 
dissenting minority to accept the plan of re- 
organization approved by the assent of an over- 


upon recalcitrant bondholders. On 
the other hand, if no foreclosure sale 
is ordered by the court, and the plan 
of reorganization is carried out by per- 
suasion only—without judicial pres- 
sure—then all the bondholders must 
be treated with great leniency. In 
some rare cases, there are special 
state statutes which affect the general 
priority of bondholders® and, in other 
instances, the mental slant of the 
federal and state judges of the geo- 
graphical region in which the reorgan- 
ization occurs may affect the attitude 
of the court toward the sacredness of 
mortgage contracts. Yet, when all 
is said, the legal conditions of the re- 
organization are, on the whole, im- 
portant, chiefly, as determining the 
form of the reorganization and the 
extreme limits that a reorganization 
committee can go in demanding sacri- 
fices from bondholders; whereas, eco- 
nomic sanctions determine the sub- 
stance or structure of the reorganization 
plan and the particular distribution of 
the sacrifices demanded of the various 
classes of security holders. 


whelming majority. But the court cannot di- 
rectly force a security holder to accept a plan. 
“It is clear that the courts cannot directly or 
indirectly rewrite this reorganization agree- 
ment.”—Guar. T. v. Inter. Steam Pump Ce., 
231 Fed. 595 (1916). This was tried in one 
notable case, but the United States Circuit Court 
of Appeals (Supreme Court Justice Brewer 
rendering the opinion) declared against any . 
such use of the court’s power, on the ground that 
“there is no wide discretion vested in the chancel- 
lor which permits him to disturb contract rights 
—the rights of property. It is not for 
the court to assume the power to compel because 
it believes it wise and good business. 

Every man in this country decides questions in 
respect to his own property for himself.”’"— 
Merchants’ Loan and Trust Co. v. Chicago Rys. 
Co., 158 Fed. 923 (1907). 

5 In the recent reorganization of the Jackson 
Light & Traction Company of Mississippi, the 
first mortgage bondholders’ committee found 
that an old state statute seemed to give the 
resident merchandise creditors a priority over 
the first mortgage bondholders. 
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“REORGANIZATION IMPERATIVES” 


These considerations apply to con- 
crete cases of the treatment of par- 
ticular bond issues in specific re- 
organizations. They are, however, 
circumscribed and limited in their ap- 
plication to two considerations which 
are paramount in every reorganization. 
The fixed charges of the reorganized 
company must be reduced so as to be 
well within the earning power of the 
corporation and the reorganized corpo- 
ration must be supplied with new 
money. The relative importance of 
these two considerations—one might 
almost call them reorganization imper- 
atives— varies with the nature of the 
business conducted by the bankrupt 
corporation and the seriousness of the 
failure. But that they are of para- 
mount importance is tacitly acknowl- 
edged by every practical business man 
who pretends to prescribe for a sick cor- 
poration, and explicitly stated by every 
writer on reorganization procedure. 
Possibly the most lasting contribution 
of the late J. Pierpont Morgan to the 
orderly development of American fi- 
nance was his insistence that in the 
great railroad reorganizations, of which 
he was the dominating factor, these 
two principles should be strictly ob- 
served. And the railroad reorganiza- 
tions following the panic of 1893 are 
to be contrasted with those that 
preceded it by a strict observance of 
these imperatives, notwithstanding the 
losses this involved.® 

The detailed working out of these 
two imperatives gives rise to the prob- 
lems and expedients encountered in 
every individual corporate reorgan- 
ization. Let us consider, first, the re- 
duction of fixed charges to within 


® For brief study of the historical development 
of the theory of railroad reorganization, see 
Dewing, A. S.—The Theory of Railroad Re- 
organizations, 8 American Economic Review, 774 
(Dec. 1918). 
3 


the reasonable limits of the earning 
capacity of the corporation. This is 
the point which most concerns the 
treatment of bonds. 


Repuction or Fixep CHARGES 
Equipment Obligations 

If the corporation to be reorganized 
is a railroad, any outstanding equip- 
ment trust obligations must be contin- 
ued either according to their original 
tenor or else paid off in money. There 
is no other alternative. This is es- 
pecially true if they were issued under 
the so-called Philadelphia plan, by 
which the title to the equipment does 
not pass to the road until the last in- 
stalment of the trust is paid. Unless 
these obligations are paid, or at least 
continued, the owners can withdraw 
the locomotives and cars from the 
jurisdiction of the receiver and the 
railroad is deprived of its rolling stock 
and hence its ability to carry on its 
business. As a result of the observa- 
tion of this principle, which brooks no 
exception, equipment obligations have 
a better investment standing than any 
other class of investment securities.’ 


Receiver’s Certificates 
The other type of bonds that re- 
ceives special consideration in every 
type of reorganization are the receivers’ 
certificates. These are issued either 


7 The present writer does not know of a single 
case, throughout the whole range of American 
finance, wherein the holders of equipment 
obligations have been forced to endure a per- 
manent loss. There are several instances— 
Denver and Rio Grande reorganization of 1886 
and the Norfolk and Western reorganization 
of 1896—in which the holders were forced to 
refund their equipment obligations, but in the 
end they recovered the principal and interest. 
In two recent cases—Detroit, Toledo and Iron- 
ton, and Buffalo and Susquehanna Railway—the 
equipment under the obligations was withdrawn 
from the railroad and sold. But the prices 
realized were ample to satisfy the outstanding 
obligations. 
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to pay off the “‘six months” claims 
existing at the time of the receivership 
or else to secure the money to enable 
the receiver to meet absolutely neces- 
sary expenses when the current income 
is insufficient. Under ordinary cir- 
cumstances, a reorganization plan must 
provide sufficient money to pay off, at 
par, these receiver's certificates, else 
the court will not permit the plan to 
be carried out. This applies to all 
types of reorganizations—railroad, 
public utilities and industrials—al- 
though it should be noted in passing 
that our federal courts show far greater 
willingness to permit their receivers to 
issue certificates of indebtedness that 
take priority over mortgage bonds in 
railroad receiverships than in industrial 
receiverships. Obviously, this attitude 
is based on the presumption that the 
right of the public users of a railroad 
to have good service takes priority over 
even the contractual rights of mortgage 
creditors. The principle of the in- 
violability of the claims of the holders 
of receivers’ certificates has received 
some severe shocks of late, when the 
severity of several small railway fail- 
ures has compelled even the holders of 
these certificates to undergo radical 
sacrifices. It is also interesting to 
note that the great legal strength of 
these obligations of the courts has 
proved less of a protection to investors 
than the mere business expediency 
upon which equipment obligations 
rest.° 

* Perhaps the most instructive of these severe 
failures is that of the Atlanta, Birmingham and 
Atlantic Railroad. At no time during the re- 
organization was there any question but that 
the equipment obligations would remain undis- 
turbed by a reorganization. The interest and 
instalments of principal were regularly paid. 
But in the first plan of reorganization (March, 
1914) it was proposed to give the holders of 
receivers’ certificates only 60 per cent in cash. 
And in the final plan of reorganization the holders 
of the receivers’ certificates were forced to accept 
income bonds of subordinate and meagre value. 
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Special Bond Issues 


With the exceptions of equipment 
securities and receivers’ certificates, 
all the bonds dealt with in any reorgan- 
ization are the specific obligations of 
the financially embarrassed corpora- 
tion itself. Their treatment is, there- 
fore, a matter of comparative values. 
When it comes to lay down broad 
principles governing the treatment of 
special bond issues, one is confronted 
with hopeless confusion unless the 
general distinctions suggested in the 
opening paragraphs of this article are 
carried in mind. Of these, the one 
which is applied relentlessly, in formu- 
lating the reorganization plan of every 
bankrupt corporation, is the purely 
business principle that the holders of 
bond issues shall undergo sacrifices if 
the earnings of the corporation before 
the failure were insufficient to meet 
their fixed interest charges. This sim- 
ple principle is seldom violated. It 
takes precedence overall others. For it 
is obvious that if bonds were allowed to 
remain undisturbed, when past expe- 
rience had shown that the reorganized 
company could not earn the charges 
upon them, the corporation would im- 
mediately fail again. Legal and equa- 
ble rights of every description are 
dominated by the motive of giving the 
reorganized company at least a reason- 
able chance of surviving the immediate 
repetition of failure. 


Small Underlying Issues 


Among the various classes of bonds 
least likely to be in any way affected 
by the reorganization, or called upon 
to make any real sacrifice, are the small, 
underlying issues. If they represent 
first mortgages on essential parts of 
the railway, the lighting system or the 
industrial plant, their position is prob- 
ably impregnable, provided the net 
earnings of the entire corporation ex- 


ceeded their fixed charges. 
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Sometimes, however, these underly- 
ing issues are refunded into large 
blanket mortgages, even though their 
holders are asked to make neither a 
real nor an apparent sacrifice. This 
usually occurs when the failure is un- 
usually severe, and the reorganization 
plan proposes to simplify the entire 
financial structure of the corporation. 
Yet it should be noted in passing that 
in the reorganization of small corpora- 
tions, the failure of which was so severe 
as to practically exhaust their apparent 
assets, it may be necessary for even the 
underlying bondholders to undergo a 
very substantial sacrifice. In a few 
cases of small railroads, the value of 
these first mortgage bonds has been 
utterly extinguished by the superposi- 
tion of receivers’ certificates above 
them, and the final sale of the corpo- 
rate assets for even less than the re- 
ceivers’ certificates.° 


® The difficulty of forming any generalizations 
concerning the treatment of even prior lien bonds 
at the time of reorganization has led the writer of 
the present article to attempt to classify railroad 
failures and reorganizations with this very matter 
in view. It would appear that there are three 
types of railroad failures and resulting reorgani- 
zations. 

Class I. This embraces serious, thorough- 
going failures of large railway systems. The 
causes are deep-seated and long-continued; the 
system has been over-extended; it has been 
under-maintained; it has not, nor is likely to 
have, an inherent earning capacity commen- 
surate with its invested capital. Reorganiza- 
tions of this type are as thoroughgoing as the 
failures which preceded them. Usually all the 
bonds of every description, including the under- 
lying divisional and main line prior liens, are 
refunded into one, or, at the most, into two great 
consolidated issues. Generally the old general, 
refunding or debenture junior liens are refunded 
into preferred stock and rarely income bonds. 
Illustrative of this type are the Wabash reor- 
ganization of 1888, the Norfolk and Western 
reorganization of 1896 and, conspicuously, the 
recent Pere Marquette reorganization of 1907. 

Class If. This embraces less serious failures 
of large railway systems. The causes are tem- 
porary, easily diagnosed and easily remedied. 
Although the earnings of the system are de- 


Junior Mortgage Bonds and Deben- 


. tures.—Junior to the layers of under- 


lying bond issues there are usually large 
issues of bonds, either mortgage or de- 
benture, which represent the general 
obligations of the corporation. In 
fact, quite generally among industrials 
and also in the cases of railroads and 
public utilities which have been reor- 
ganized before, the senior issue of these 
general bonds represents the first 
funded lien of the corporations, as there 
are no prior lien underlying issues. The 
manner of treating these general bond. 
issues is determined entirely by the past 
earnings of the corporation. If these 
were fully ample to meet the interest 
charges, then the issue is treated like 
one of the underlying mortgages. It 
is either allowed to remain undisturbed 


pressed, the best judgment indicates that the 
system contains an inherent earning capacity 
commensurate with its capitalization. Re- 
organizations of this type seldom penetrate be- 
neath the superficial layers of the financial plan. 
The underlying and first general mortgage bonds 
are not disturbed. Quite frequently the only 
important result of the reorganization is the re- 
funding of the uppermost layer of fixed charge 
obligations into preferred stock. Excellent il- 
lustrations of this type are the recent reorganiza- 
tions of Chicago, Rock Island and Pacific Rail- 
way, and of the Missouri Pacific Railway, both 
in 1917. 

Class III. This embraces the failures of small, 
local, unimportant and often unfinished’ rail- 
roads. As the securities are closely held and the 
fortunes are not of much public concern, the 
public admission of failure is usually postponed 
until the last ray of hope has vanished. Con- 
sequently, when the failure actually does come, 
it lays bare a very serious situation. In con- 
sequence, the reorganization of these little roads 
almost invariably involves the elimination of all 
security holders junior to the prior lien bonds. 
It involves, too, the refunding of these bonds into 
preferred and common stock, and usually an as- 
sessment in addition. In fact, instances are by 
no means rare in which the prior lien bonds are 
extinguished by the failure of the assets to sell 
for enough to pay the receivers’ certificates. 

For further details concerning this classifica- 
tion see 9 American Economic Association Review, 
277 (June 1919). 
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or else is refunded into a new issue of 
bonds with no loss or sacrifice to the 
holders. 

A serious question arises when it is 
quite doubtful, after adequate depre- 
ciation or maintenance charges are al- 
lowed, that the earnings of the co rpora- 
tion were adequate to meet the interest 
charges on the issue. Clearly, to allow 
the bonds of such an issue to remain un- 
disturbed would be to jeopardize the 
solvency of the reorganized company. 
The charges upon them must be re- 
duced or even entirely extinguished. 

Until the reorganizations of the mid- 
die nineties, it was the custom to fund 
the coupons for the succeeding few 
years on the bonds upon which charges 
had not been earned. This gave the 
corporation a temporary rest from bur- 
densome capital charges. But this was, 
at best, only a palliative and secured 
to the reorganized company no per- 
manent relief. A much sounder prac- 
tice is followed at the present time. 
Instead of seeking merely a temporary 
“rest”’ for the corporation, one of four 
expedients is tried. Each one of these 
gives to the reorganized company some 
measure of permanent relief, although 
it invariably involves a considerable 
sacrifice on the part of the bondholders. 

One method is to refund the old bonds 
into. new long-term bonds of the same 
principal amount, but with a lower in- 
terest rate. A second method is to 
refund the old bonds into two new 
securities, one with fixed and the other 
with contingent charges." Thus the 
holder of $1,000 par value of the 5 per 

1° The word “contingent” as applied, in this 
article, to securities or charges implies that the 
charges which such securities bear are contingent 
on the earnings of the corporation. They need 
not be paid unless the earnings are sufficient, 
and a lapse in their payment will not precipitate 
the failure of the corporation. In this sense 
preferred stock and income bonds are contingent 
securities, and the dividends and warrants they 
bear represent contingent charges. 


cent general bond issue of a corpora- 


‘ tion, which had failed to earn the full 5 


per cent on the issue, before the failure, 
might receive $500 par value in new 5 
per cent general bonds and $500, or 
even $700, in new preferred stock. In 
this way the obligatory fixed charges 
would be cut in half, or very much re- 
duced. A third method has been to re- 
fund the entire issue into new preferred 
stock bearing a higher rate of contin- 
gent return than the fixed charge on the 
old bonds. This method is frequently 
used when the issue is large and it is 
obvious that considerable amounts of 
money must be spent on the property 
of the corporation in the years im- 
mediately following the reorganization. 
It has the very great advantage of 
insuring the reorganized corporation 
complete rest from the fixed charge. 
A fourth method, considerably used 
in the earlier reorganizations and 
somewhat revived of late, is to refund 
the fixed charge bonds into income 
bonds. And often two separate issues 
of income bonds are used, so that a 
portion of the contingent charge car- 
ried by the new securities has a priority 
over the rest. In this way the bond- 
holder, who is forced to forego his fixed 
income, secures the assurance that at 
least some of his lost income will be 
restored to him at the earliest op- 
portunity." 

The decision as to which of these 
methods of dealing with the general 
bonds shall be adopted rests very 
largely upon the special circumstances 


1 This was the method pursued in the reorgan- 
ization of the St. Louis and San Francisco Rail- 
road in 1916. The important use of income 
bonds—on the whole an obsolete practice—is 
only one phase of an altogether stupid plan of 
reorganization. For, historical precedents and 
business expedients considered, the reorgani- 
zation plan of the St. Louis and San Fran- 
cisco Railroad shows the least insight and 
intelligence of any of the great railway reor- 
ganizations of the last decade. 
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attending each reorganization. If the 
failure was occasioned by special 
causes—embezzlement, failure of large 
creditor, sudden shrinkage of inventory 
or even a nation-wide stringency in 
the money market—probably no very 
serious sacrifices will be asked of the 
bondholders.. Almost certainly they 
will not be asked to refund their bonds 
into income bonds or preferred stock, 
with the positive assurance that other 
new fixed-charge bonds will be super- 
imposed ahead of their securities. But 
this is exactly what will happen if the 
failure is due to deep-seated and far- 
reaching causes. The justice doled 
out to the bondholders is purely a 
matter of expediency. 

When it comes to the manner of 
treating those layers of junior securi- 
ties upon which the interest charges 
were not earned, by any subterfuge of 
accounting, there is now almost com- 
plete unanimity of judgment. They 
are invariably refunded into preferred 
or common stock. In large railroad 
and public utility reorganizations they 
are refunded into preferred stock bear- 
ing, ordinarily, non-cumulative divi- 
dends equal to, or possibly one per cent 
higher than, the fixed charges on the 
old bonds.” 

In industrial reorganizations these 
junior bond issues, upon which the in- 
terest charges were not earned prior to 
the failure are usually refunded into 
common stock. In fact one very whole- 
some characteristic of industrial reor- 
ganizations, as a class, is the willingness 
of reorganizing managers, forced, to 
be sure, more by necessity than choice, 
to reduce and, if possible, eliminate, 

"Securities bearing exactly this standing 
were the First and Refunding Mortgage 4s of 
the Wabash Railroad, the First and Refunding 
5s of the Missouri Pacific Railway, and the De- 
benture 5s of the Chicago, Rock Island and 
Pacific Railway. In the recent reorganizations 
of these systems each one of these issues was 
refunded into a new preferred stock. 


both the contingent as well as the 
fixed charges. There is a tacit ac- 
knowledgment that an industrial en- 
terprise, especially one that must 
rehabilitate its credit, should have 
few direct or indirect liens upon its 
earnings. 

Mernops or Procurtnc New Money 


Less, by far, need be said concerning 
the treatment of bonds in securing the 
other purpose of practically every 
reorganization—the procuring of new 
money. Although this is often the 
crux of the reorganization—quite gen- 
erally it is so in an industrial reorgan- 
ization—yet its burden almost always 
falls on other interests than the bond- 
holders. In railroad and public serv- 
ice reorganization plans this burden 
falls on the stockholders who are forced 
to subscribe new money or suffer the 
extinction of their equities through the 
foreclosure of the bonds and the judi- 
cial sale of the corporate assets. In 
industrial reorganizations the burden 
of supplying new money is often 
divided among the stockholders and 
the unsecured creditors—the latter 
being forced, as well, to fund their 
obligations into a preferred stock. 

But bonds are not always free from 
the necessity of supplying at least some 
of the money required by the reorgani- 
zation. If the amount of money re- 
quired to settle with the various 
creditors that need it and to rehabili- 
tate the'weakened credit of the corpora- 
tion is more than the reorganization 
managers believe can be coerced from 
the stockholders, then they will assess 
the junior bondholders. It is purely 
a matter of expediency. If the new 
money cannot be obtained from the 
stockholders without running the dan- 
ger of driving them away, then some 
of the burden must be passed onto the 
next higher layer of security holders. 
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This is the junior bondholder.* And 
if, in turn, the junior bondholders can- 
not be counted upon to sacrifice very 
much to protect their equity, then at 
least a share of the burden may be 
passed on up to the senior bondhold- 
ers.“ In some instances the bond- 
holders are placed in the position of 


" This principle is succinctly stated in an often 
quoted passage from a circular issued at the time 
of the second reorganization of the Atchison, 
Topeka and Santa Fé Railroad. After stating 
that the amount of money to be raised amounted 
to $14,000,000, the reorganization committee 
went on to say: 

“The stockholders in the ordinary course 
should provide the whole of thisamount . . . 
but the proportion of the assessment that 
would be borne by the stockholders could only 
be gauged by the amount of assessment that 
they would be willing to pay in order to protect 
their rights. This amount is believed to be $10 


guaranteeing the assessments levied 
on the stockholders, so that if the latter 
default, the junior bondholders step 
into their position, pay their assess- 
ments and take the securities allotted 
to them. In some industrial reor- 
ganizations, too, the debenture bond- 
holders find themselves forced to sub- 
scribe sufficient money to pay off 
certain preferred creditors in order to 
give themselves a controlling voice in 
the reorganization. Again, it is a mat- 
ter of expediency. 


per share, and it is necessary that the second 
mortgage bondholders shall provide the remain- 
ing $4 for their own protection.” 

“ This was the procedure followed in the re- 
organization of those small railroads (Class III 
enumerated in note 9 page 30) which required 
the foreclosure of the senior mortgage and the 
total extinction of all junior securities. 
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The Work of an Investment Banking House 


By Hasrineas Lyon 
Attorney at Law, Lecturer on Finance, Columbia University 


COMMERCIAL AND INVESTMENT 
BANKING 


Difference in Matter 


Commercial Banking.—Let us first 
differentiate the work of commercial 
banking from that of investment bank- 
ing. The commercial banker is en- 
gaged in financing the circulating 
capital of business enterprise. His 
control over capital is subject to cer- 
tain very strict limitations. Most of 
it might be called a delegated control 
subject to revocation without notice. 
Though he may direct capital into 
certain channels he must be able to 
withdraw it quickly, if necessary to 
satisfy the demands of his depositors 
who have vested him with control over 
capital under the condition that they 
shall be able to revoke that control on 
demand and resume it for their own 
purposes. Therefore, the commercial 
banker who is conducting his business 
with careful regard for his obligation to 
repay depositors on demand, properly 
loans on the security of commodities or 
goods in the process of consumption 
which, as they enter into consumption, 
automatically provide the means for 
liquidating the loans of the commercial 
banker. He may, to be sure, make 
loans on the collateral of fixed capital 
securities, but only as by reason of 
their enjoying a quick market they pos- 
sess the quality of ready liquidation in 
sale which affords the equivalent of 
liquidation through the processes of 
consumption. It should be noted too 
that this loaning on security collateral 
takes place only after some one else has 
directed the capital represented by the 
securities into the enterprise on which 
the securities are based. 


Distribution of Surplus Capital.— 
This shows the matter of commercial 
banking from the viewpoint of the 
commercial bank. Look at it for a 
moment from the viewpoint of the 
borrower from the commercial bank. 
A certain part of the capital of a busi- 
ness enterprise is required through the 
entire year and from year to year. 
Another part of the capital needs of 
any business varies from month to 
month. The inventories of a manu- 
facturing concern, for example, have 
their peak and their valley. In addi- 
tien to the raw material goods in 
process and finished product, the man- 
agement of the enterprise must finance 
goods sold and delivered but not yet 
paid for. Seasonal variations cause 
this capital requirement to fluctuate 
widely. A business must render a 
return for its use of capital. Stated an- 
other way the cost of capital is an es- 
sential part of the cost of production. 
If it is possible to avoid paying for a 
whole year’s use of capital, the actual 
use of which is required for only part of 
the year, that is good business. The 
capital which gives rise to these sea- 
sonal variations is that very circulating 
capital which by reason of its steady 
consumption is constantly providing 
the means to liquidate loans by which 
it may be financed. So the complex 
development of our economic life has 
given rise to this nice adjustment, 
which is really. an economy, providing 
the ability to shift the control over 
capital quickly from the place where, 
for the moment, it is not needed to the 
place where, at the moment, it is im- 
peratively needed. 

But any business enterprise has 
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certain capital requirements which do 
not diminish through any natural 
seasonal variation. The land, the 
factory building, the machinery in the 
factory—when the capital committed 
to an enterprise takes these relatively 
enduring forms it remains a fixed 
quantity. Even though the plant or 
some part of it is idle for a time, and 
even though this idleness may be of 
periodical recurrence, we have devised 
no means of effecting a capital economy 
here. The capital is not fluid, but 
fixed, and we must count it a capital 
cost through the entire year, and year 
in and year out, whether we actually 
use it continuously or not. Besides 
having this capital which is “fixed” by 
reason of its physical aspects, a busi- 
ness enterprise has a certain minimum 
amount of circulating capital which, by 
reason of its constant quantity, gives 
rise to the same financing requirements 
as that part of the capital which is 
physically permanent. That is, in a 
manufacturing enterprise, for example, 
the inventory of raw material, work in 
process and finished product and the 
accounts receivable, all of which pre- 
sent a requirement for the financing of 
circulating capital, reach a minimum at 
some period of the year. Though in its 
physical quality this is circulating 
capital, or its representative in ac- 
counts receivable, the permanence of 
its quantity gives rise to the same 
financing problem as the physically 
fixed capital assets of the business. 
Investment Banking.—Here lies the 
field of the investment banker, in 
financing the capital requirements of 
business which are not subject to 
seasonal variation, principally the 
fixed assets which are not self-liquidat- 
ing through the rapidity with which 
they enter into consumption, but also 
that part of the circulating capital 
which, though constantly entering into 
consumption, is, by reason of its fixed 


quantity, not self-liquidating. By 
the term “self-liquidating,.” of course, 
is meant furnishing the means for 
prompt repayment of the principal com- 
mitted to the financing. 


DirrerRENce tn Mernop 
Besides this fundamental difference 


in matter, a fundamental difference in 
method should be observed as between 
the work of the commercial and the 
work of the investment banker. The 
depositor in the case of the commercial 
banker has no choice in the risks to 
which his capital is committed. To 
offset this the commercial bankers’ 
own capital forms a guarantee fund 
which assumes the first hazard in all 
risks. The person committing his 
capital to an economic undertaking 
through an investment banker has a 
choice in his risk and the investment 
banker’s own capital is in no way 
pledged to indemnify him, the investor, 
in the event of loss. 


Tue Investment BANKER AND Pri- 
VATE ENTERPRISE 


Without going further into the com- 
parison of the commercial and the 
investment banker, which has been 
made only as a means of defining the 
scope of the investment banker’s ac- 
tivity, let us now consider the mech- 
anism by means of which capital, not 
required in their own economic under- 
takings by those who have control over 
it, is committed to economic enterprise 
under the management of some one 
else. The entrusting of capital to the 
management of another is an essential 
element in the idea of investment as the 
word is commonly used, and hence the 
term investment banker as describing 
those through whom this commitment 
is made in the financing of the fixed 
capital assets of business. 
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The Field of the Investment Banker 


In the process of this commitment 
the investment banker uses his own 
capital as a means of clearance. He 
is a merchant buying on his own ac- 
count with the risk of the transaction 
on him, not a broker performing a 
service only. The investment banker 
buys securities and sells them. Since 
his capital is not unlimited and his 
transactions are large he must arrange 
for credit. Yet the legal and business 
exigencies surrounding each transaction 
are such that credit is seldom extended 
to him by the vendor. Offsetting this 
fact is the fact that he seldom extends 
credit to the purchaser from him, the 
investor. But he must arrange loans 
to carry his goods, the securities in 
which he deals, until he sells. The 
method of doing. this requires some 
description. 


The Method of the Investment Banker 


Distribution of Investment.—When 
the investment banker has committed 
himself to the purchase of an issue 
of securities, or even before actually 
making the commitment, he proceeds 
to shift a large part of his risk as 
rapidly as possible. He forms an 
underwriting syndicate of investment 
bankers which assumes the entire risk 
of the transaction. He will retain such 
part of the risk as he desires or cannot 
shift by becoming himself a member of 
the syndicate of which he will be 
the manager. Though sometimes the 
members finance the carrying of their 
respective participations, more com- 
monly the banker who has initiated the 
entire transaction arranges for the 
loan to carry the entire issue. To this 
end he seeks the commercial banker. 
For the purpose of the commercial 
banker the securities now in the process 
of distribution are like commodities 
entering into consumption. By reason 
of the market the investment banker is 


engaged in making, it is anticipated 
that the transaction will itself provide 
the means of liquidating the loan. 
Though there is not the same assurance 
that this will be the case as there is 
with a loan based on standard com- 
modities, as food and clothing, or 
goods consumed in the necessary opera- 
tions of our economic life, the consumap- 
tion of which is imperative to human 
existence in the established social form, 
nevertheless, loans of this kind have 
become in financial centers a well rec- 
ognized part of the business of those 
banks which have hitherto been desig- 
nated in this article as commercial. 
Bank operations of this kind based 
on investment securities, whether in aid 
of the investment banker or the stock 
exchange broker, are sometimes called 
financial banking to distinguish them 
from operations based on tangible 
goods to which the term commercial 
banking would be more strictly applied. 

Shifting the Risk.—Even though the 
investment banker has shifted the risk 
of the transaction by forming an under- 
writing syndicate, he may pledge his 
personal credit for the loan and put up 
the syndicate agreements as collateral 
along with the securities themselves. 
With the loan all arranged in this way 
the transaction is now ready for the 
“clearance,” that is, for the payment 
of the purchase price to the issuer, the 
issuance of the securities and the 
delivery of them to the bank to be held 
as collateral. The precise form of the 
business varies a great deal with the 
nature of the transaction and no 
adequate inclusive general description 
can well be given. 

There may well be a further shifting 
of the risk before this clearance opera- 
tion. If the transaction has gone far 
enough, assumed sufficiently definite 
form, the underwriters may proceed to 
sell subject to the condition of “when, 


as and if issued and delivered.” The 
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securities may even be advertised in 
the press and by circular this way. 
When the advertising takes the form of 
an announcement of an offering for 
public subscription, and the subscrip- 
tion books are closed within an hour or 
two of their opening it need not always 
be assumed that an eager public has 
rushed in of its own accord. The 
probabilities are that a large amount 
of selling work was done before the 
subscription announcement. 


How the Investment Merchant Buys 


Investigation of enterprise —In our 
description of the work of the invest- 
ment banker we have followed one 
thread of the warp further than some of 
its parallel threads. So far we have 
followed the thread of distribution. 
How does the merchant of investments 
buy the goods he sells? Sometimes an 
investment banker assumes the work of 
a promotor, assembles from the very 
beginnings the elements of an enter- 
prise and follows it through its con- 
struction stage to its demonstration of 
an earning power. We will consider 
his work, however, only in relation 
to an enterprise already established. 
Those in control of such an enterprise 
seek the banker, usually, because they 
want to increase the business and in 
order to do so need to add to the capital 
account. Sometimes for one or more 
of various, good and sufficient reasons 
those in control wish to withdraw from 
the business, to sell out, and, since by 
reason of the magnitude of the enter- 
prise the number of possible private 
purchasers is so small as to be negli- 
gible, they seek to sell to the investing 
public through the jobbing banker. 
The banker stays in business, however, 
through a reputation for the quality of 
the goods he sells. He must investi- 
gate and test his goods before adding 
them to his stock. He must test for 
earning power as being the quality 


which will provide dividends for stock- 
holders, and interest and the provision 
for the repayment of principal for 
bondholders. He must consider the 
liability of this earning power to 
fluctuate depending on the kind of 
business involved as affecting the 
capacity of the enterprise to meet 
fixed charges and afford a probable 
continuity of preferred dividends. He 
must test the value of the assets, the 
cost of reproduction less depreciation. 
The business makes its earnings by 
reason of creating a value of some kind, 
a value of place, a value of form. How 
much of this added value is attribu- 
table to the use of capital, and how 
much, therefore, of the earnings is 
capital likely to be able to continue to 
command. 

Earnings and Income.—Though the 
banker must depend on his own judg- 
ment in making a purchase of securi- 
ties, he needs facts and the judgments 
of expert technical knowledge on which 
to base his judgment. So when con- 
sidering the merits of an enterprise as a 
basis .of investment he calls in experts 
for several lines of technical investi- 
gation. We will assume that the 
enterprise is industrial. The banker 
needs to know the facts about earnings. 
The management of the corporation 
may be perfectly honest in its represen- 
tations to the bankers and still state 
earnings incorrectly because them- 
selves mistaken. Accounting practices 
are by no means universally sound. 
So, as a check on possible wilful mis- 
representation, but more probable un- 
intentional inaccuracy, the banker 
requires the audit of expert accountants 
running over such a period of years as 
may be considered sufficient to guard 
against a commitment based on ex- 
ceptionally favorable earnings for a 
single year. 

Value of Assets —Though income is 
the first consideration, the value of as- 
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sets is also highly important. If the 
employment of capital in the enter- 
prise is unduly small in relation to the 
earnings, apparently elements other 
than capital contribute principally to 
the income, as management, or some 
especially favorable but probably not 
really permanent condition. Question 
may well arise as to the value of capi- 
tal committed in the absence of the 
especially favorable element. What 
would the assets be worth to some other 
competent management? As an as- 
surance of the probable continuity 
of income available to capital and of a 
liquidation value, in the event of some 
weakness that may develop in the 
management of the enterprise in its 
present form, the value of assets must 
be taken into account. So the banker 
needs an appraisal of the tangible as- 
sets. The auditors have passed such 
judgment as is possible on the value of 
the intangible assets, the bills and ac- 
counts receivable. The judgment is 
perhaps not based on very profound 
investigation, but it is the best 
practicable. 

Appraisal of Materials—The audi- 
tors, however, who are skilled in ac- 
counts, have no basis for judgment of 
the tangible values on which those ac- 
counts are largely based. So, both for 
the purpose of supplementing and 
enabling a check on the deductions 
drawn from the audit, the bankers 
have an appraisal made. This ap- 
praisal may be made simultaneously 
with the audit, and its results, or more 
especially the appraisal of the invento- 
ries of material, goods in process and 
finished product, taken advantage of in 
completing the report on the audit. 
So far as the fixed capital assets are 
concerned the appraisers estimate the 
cost of reproduction and deduct a 
proper allowance for depreciation. 
Such an appraisal, of course, leaves out 
of consideration special increases or 


decreases of value due to location or 
other causes than costs, but as these 
special advantages or disadvantages 
are reflected in earnings this is not of 
consequence. The appraisal serves the 
purpose for which it is taken. 

The cost of reproducing the plant 
may be a certain amount, yet the plant 
may not be advantageously arranged 
for operating purposes. The banker 
needs the opinion of a competent en- 
gineer on this matter. Such an opin- 
ion completes the list of expert investi- 
gations ordinarily made. 

Investment Merit.—To the facts as 
ascertained by these expert investiga- 
tions the banker must add the more 
general facts in forming his judgment of 
investment merit. He must consider 
such matters as whether the general 
geographical location is and will con- 
tinue to be advantageous, the ability 
of the management, whether the en- 
terprise is large enough to hold its 
own in the industry, the labor element, 
in short, the entire set of general busi- 
ness considerations. 

Kind of Securities to Be Issued.— 
Before these investigations are under- 
taken the financing bargain has been 
made, that is, an agreement reached as 
to the kind and amount of securities to 
be issued and the price to be paid for 
them. This is done on the basis of 
representations by the management of 
the enterprise. The investigations are 
made to substantiate these representa- 
tions, and the financing bargain is made 
conditional on this substantiation. 

In arriving at the financing bargain 
the management and its attorneys and 
the bankers and their attorneys all have 
apart. The management of the enter- 
prise and the bankers state the results 
they wish to arrive at and, in a general 
way, the means. The attorneys indi- 
cate how far these results and means 
are legally practicable. In this way 
the bargain is made which includes as 
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part of its terms the form of security 
to be issued. The experts proceed 
with their investigations, which we will 
assume do substantiate the representa- 
tions of the management. The at- 
torneys proceed with the legal matters 
necessary to carry out the bargain. 
The bankers go ahead with their 
preparations for the ultimate dis- 
tribution of the securities. This in- 
volves the formation of the syndicate, 
as already indicated, the preparation 
of the circular and any other matters 
looking forward to the final offering 
of the securities to the investing 
public. 

The Sale of Securities —The prepara- 
tion of the circular and other advertis- 
ing matter is by no means an unimpor- 
tant part of the work antecedent to 
the sale of the securities. Statements 
made in the cireular constitute the 
representations on the basis of which 
the securities are sold. Every care 
must, therefore, be taken to have these 
statements accurate. The banker's 
reputation, to say nothing of legal 
liability, depends on their accuracy. 
Yet, naturally, the circular should 
make as good a showing for the busi- 
ness as consistent with the facts. If 
there are any faults, however, they 
are likely to be faults of omission rather 
than of commission. 

We will not undertake to describe 
the processes by which an investment 
banker develops the clientele which 
is the foundation of his business. 
The forming of business connections 
through the agencies of the sales- 
man, through personal relationship, 
and through such value as the printed 
advertisement, may follow a course 
for investment banking fairly similar 
to that for any other form of busi- 
ness enterprise. The problem is es- 
pecially difficult in that the thing 
which the investment banker has to 
sell consists of intangible values. 


Tue INvestTMENT BANKER AND Pusuiic 
FINANCE 


For the sake of clarity in the par- 
ticular description, we have so far 
confined ourselves to the work the 
investment banker performs in direct- 
ing investment in private enterprise 
and have neglected his relationship to 
public finance. The community act- 
ing in its organized capacity as the 
sovereign state, including the munici- 
pal agencies of the state, makes its 
primary provision of funds substan- 
tially in two ways, by taxation and by 
borrewing, that is, the enforced levy 
and the voluntary loan. Though the 
funds may be provided in the first 
instance by the voluntary loan the 
repayment of the loan and, therefore, 
the ultimate source of the funds lies in 
the enforced levy. 


Public Loans 

The loan is properly resorted to as a 
source of immediate funds for such 
extraordinary expenditure that to levy 
for the whole amount would interfere 
with the economic functioning or 
productive power of the community. 
Two men equally able to pay in the 
long run may differ very widely in 
their ability to make immediate pay- 
ment. One man may, without in- 
terfering with his productive power, 
part with his private control over 
capital to many times the amount of 
another man of equal worth.” If an 
immediate tax levy would seriously 
interfere with the productive power of 
the other man, it is a matter of expedi- 
ency to borrow part of funds immedi- 
ately required on such terms as make it 
advantageous to those members of the 
community whose wealth is of such 
a nature that they can part with con- 
trol over more than their proportionate 
share for tax purposes without inter- 
fering with their productive power. 
It may be remarked that no element of 
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patriotism is involved in the transac- 
tion which would make it praiseworthy 
to loan to the government on terms less 
advantageous than a good bargain to 
the lender. The ultimate beneficiary 
is not the government but the tax- 
payer who is not in a position to part 
with his proportion, of the necessary 
funds without too seriously impairing 
his economic efficiency. During the 
recent war the investment bankers 
of this country contributed their 
services in the flotation of the govern- 
ment loans. They not only made no 
profit but also suffered a positive 
loss through their running expenses. 
There was no more reason why they 
should contribute their services with- 
out pay and suffer the loss of their 
operating expense than that the maker 
of munitions of war should do the 
same thing. 


The Investment Banker a Merchant of 
Credit 

Ordinarily the investment banker 
acts as a merchant of credit in the case 
of government and municipal loans 
just as he does in the case of the finane- 
ing of private corporations. In the 
case of the private corporation, how- 
ever, the sale to the banker is a private 
sale, that is, the corporation does not 
offer its securities generally to whoever 
will come and buy, but privately seeks 
a particular banker, and if unable to 
do business with him seeks another. 
The regular course of business with 
public securities, however, is to offer 
them publicly to the highest bidder. 
If the banker seeks to buy he must 
take what is offered. He does not 
have the opportunity he has with the 
private enterprise to take part, and 
usually much the greater part, in 
shaping up the investment contract 
expressed in the security. Since pub- 
lic securities rest on the taxing power 
as the one form of provision for pay- 


ment, and usually all the issues have 
exactly the same claim on the taxing 
power, the opportunity for variation in 
the investment contract is confined to 
purely formal matters of the security, 
as the term and rate. So the lack of 
opportunity to take a part in the shap- 
ing up of the issue is not as disadvan- 
tageous as it would be in the case of 
securities of private corporations. 


Public Sale of Securities 


The business of financing the mu- 
nicipalities is highly developed and the 
fact of the public rather than the pri- 
vate sale by the issuer of the securities 
makes some fundamental differences. 
Since the purchaser does not know that 
he is to get the securities until it is 
time also for him to pay the money for 
them, there is not the same opportunity 
to shift the risk. Any syndicateformed 
before the purchase and payment is a 
joint account rather than an under- 
writing syndicate, that is, a joining in 
the risk as a primary purchaser rather 
than taking an assumption of the risk 
as a secondary purchaser. The same 
reason prevents any shifting of the 
risk to the investor before the time of 
payment. Since the purchase is un- 
certain it is not worth while to under- 
take the work and the banker has really 
nothing to offer. 

Another respect in which the pur- 
chase of municipal securities differs 
from purchasing securities of private 
corporations lies in the lack of special 
independent investigation, other than 
legal, in the case of the municipal 
security. It is the nature of the trans- 
action that the vendor's statement 
of assessed values and of financial 
position should be accepted by the 
purchaser. The purchaser does not, 
however, accept the legal proceedings 
as being necessarily adequate. The 
legality of the issue of municipal securi- 
ties is so highly technical a matter that 
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the investment banker always requires 
an independent report on legality, and 
the importance of this is indicated by 
the large percentage of cases in which 
the municipal bond attorney detects 
some flaw in the proceedings which re- 
quires remedy. 


CREATION OF INVESTMENT MARKET 


This description of the work of an 
investment banker has confined itself 
to his business as a merchant in credit. 
He has one function which the mer- 
chant in ordinary commodities does 
not have. The ordinary commodity 
goes its straight course direct to con- 
sumption. A security, however, is not 
consumed in use and the financing of 
it is, therefore, not liquidated in the 
consumption process. The only way 
in which the investor can liquidate a 


security with a long term still to run, or 
without maturity, as stocks, is to put 
his investment in the market again. 
A very considerable part of the eco- 
nomic service performed by the in- 
vestment banker consists of his crea- 
tion of this market. The processes 
by which it is created, through bro- 
kers, through telephonic, telegraphic 
and mail inter-relationships among the 
banking houses, through the medium 
of the organized exchanges, through 
direct dealings with the bankers’ own 
clientele are all matters that would 
requiré another article for telling. It 
is enough to say here that liquidity in 
sale is an important element of eco- 
nomic value, and this value, when 
present, is one of the creations in one 
form or another of the investment 


banker. 
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United States Government Bonds 


By C. Freperick 
President, C. F. Childs and Co., New York and Chicago 


Tue Nature OF GOVERNMENT 
Bonps 


GOVERNMENT bond is pri- 

marily a loan which the legally 
constituted national authorities cove- 
nant and promise to pay on a specified 
date. Being, therefore, the obligation 
of a nation, such a bond represents a 
form of credit of the utmost superiority. 
The bond of a government presupposes 
that the nation borrowing the money is 
entitled to the accommodation which it 
seeks, and does so in unimpeachable 
good faith and integrity for the welfare 
of its people. When founded upon the 
strictest observance of all past commit- 
ments and supplemented by the lend- 
er’s recognition of the standing of the 
borrowing nation and its estimated 
resources, the obligation is entitled 
to the fullest confidence on the 
part of foreign, as well as domestic 
investors. 

A national loan should not be re- 
garded as in the same class with a state, 
municipal or corporation bond, since 
the debt of a government supersedes 
all obligations of any minor political 
body or subdivision. Even the sacri- 
fice of the credit or solvency of any 
municipality is of small importance 
when the financial standing of the 
sovereign state is at stake. In the lat- 
ter case the faith and credit of the 
entire nation and all its units and 
peoples is pledged to honor its obliga- 
tions, and taxes may be levied ac- 
cordingly without regard to the needs 
or sacrifices of any subordinate com- 
munity or corporate body. A na- 
tional loan is therefore a veritable 
mortgage on the integrity, wealth and 
taxable assets of the entire population, 


and when such a loan ceases to be safe, 
then no other known security or in- 
vestment based upon property within 
that nation will have any dependable 
market value. The default of a na- 
tional obligation would be an absolute 
calamity to the entire commercial 
structure and credit of its people, and 
the money of such a nation would 
become virtually worthless. No such 
situation, therefore, is conceivable in 
the case of the United States Govern- 
ment and its bonds. The govern- 
ment’s power to control all the re- 
sources, wealth and productivity of 
the nation, coupled with unlimited 
powers of taxation, constitutes the 
economic vitality of the nation in 
support of any desired credit. 


NATIONAL FINANCE 
History records that a liberal appli- 


’ cation of taxation is the surest method 
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of marshalling national resources for 
the successful financing of every great 
nationa] calamity or crisis. The rec- 
ords of the Napoleonic Wars indicate 
that at that time over 40 per cent of 
the cost of the wars was paid by direct 
taxation. At the close of our Great 
War just ended, it was estimated that 
taxation was producing about 35 per 
cent of the actual daily cost of the 
war. In consequence, it becomes ap- 
parent that submission to such sacri- 
fices on the part of a nation’s citizens 
makes its government capable of ful- 
filling any duty necessary to honor 
its debt. Responsive patriotism to a 
like degree assures the government 
that public support will safeguard all 
its accompanying moral and financial 
obligations. 
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Weattn, Dest anv INCOME OF THE 
UNITED STATES 


Before the United States entered 
the late war our net national debt was 
approximately $1,000,000,000. The 
gross cost of the war to the United 
States up to June 30, 1919, was com- 
puted by the Secretary of the Treasury 
to have been $30,177,000,000. To 
meet the treasury’s needs to conduct 
the war and its unprecedented ex- 
penditures, there were issued and sold 
to the public $16,978,356,250 bonds 
and $4,500,000,000 notes. Also vari- 
ous other obligations were incurred, 
notably War-Savings Stamps and Cer- 
tificates and serial issues of short term 
Treasury Notes sufficient to make the 
gross debt of the United States up to 
June 30, 1919, total $25,484,506,160. 
To better appreciate the significance 
of such figures, the contrast between 


_the estimated wealth, net debt and 


annual income of the United States 
might be shown in round numbers as 
follows: 


Wealth. . . .8300,000,000,000 
$20,000,000,000 
Income. ... $50,000,000,000 


By an obvious analysis of these figures, 
the net debt of the government is only 
about 40 per cent of our country’s in- 
come for one year. Similarly, if we 
assume that the government’s yearly 
rental or interest charge for the use of 
the money represented by the loans 
averages 4} per cent on the bonds and 
4} per cent on the notes, it is evident 
that our income is equivalent to about 
fifty-six times the interest requirements 
on the national debt. By comparison, 
the average corporation bond pur- 
chased by investors shows earnings of 
only about two to five times the in- 
terest charges. 

Although not generally realized, our 
financial burdens today are not alto- 
gether disproportionate to those im- 


mediately following the Civil War. 
A comparison of the data indicates 
that the debt of the United States after 
the Civil War was $80 per capita, or 
103 per cent of our national wealth. 
Today our debt is about $275 per capita 
and the percentage of our debt to our 
national wealth is now about 10 per 
cent. The tremendous increase in 
our wealth during the last fifty years, 
coupled with the general prosperity 
which has accompanied the marked 
development of our resources recently, 
does not indicate that our present bur- 
dens are so difficult to bear as was the 
weight of the Civil War debt. 


Amount oF GOVERNMENT Bonps Ovr- 
STANDING 


Without reference to the bonds 
which were outstanding prior to the 
year 1917, there was issued and sold, 
within approximately two years from 
April 2, 1917, the date of our entrance 
into the war, $21,478,357,250 Liberty 
Loans, of which amount $4,500,000,000 
were designated as Victory (short-time) 
Notes. All were sold at par, as the 
several different issues were announced, 
direct to institutions or individual in- 
vestors through an organization of 
volunteers under the direct supervi- 
sion of the twelve Federal Reserve 
Banks. The districts allotted to each 
Federal Reserve Bank, covering the 
entire United States, were subdivided 
into state, county, city and town or- 
ganizations so that every individual 
throughout the entire country was 
directly or personally appealed to 
for subscriptions up to the limit of 
his financial ability. These intensive 
campaigns by personal solicitations, 
which were conducted, without salary 
compensations for the most part, by 
bankers and experienced bond sales- 
men, were supplemented with litera- 
ture, posters and advertisements issued 


by the treasury department. 


a 
a 
al 
‘, 
a 
1 


Unrrep States GOVERNMENT Bonps 43 


Date of Various Loans 


The emission of the various loans 
was made as follows, and the campaigns 
necessary to complete subscriptions for 
the amount of each loan were usually 
extended over a period of about thirty 
days: 


Loans Offered 
First Liberty 34s May 14, 1917 
Second “ 4s October 1, 1917 
Third April 6, 1918 


Fourth “ 4}s September 28, 1918 
Victory Liberty 3}s and 4}s April 21, 1919 


The 33 per cent and 33 per cent loans 
were made absolutely exempt from all 
taxation both as to principal and in- 
terest during their life, whereas the 4s, 
44s and 43s were given specific and 
different tax exempt characteristics. 
To the 34s and 4s was attached the 
privilege of conversion into the 4} 
per cent rate and to the 3js and 4js 
were given convertible and reconverti- 
ble privileges. Under the various acts 
of Congress authorizing the 4 per cent, 
4} per cent and 4} per cent loans, dif- 
ferent privileges of tax-exemption were 
granted and applied to certain limited 
amounts of bonds provided they were 
originally subscribed for or later pur- 
chased by investors in the open 
market. These made it possible for 
a holder of a maximum amount of 
$160,000 bonds, consisting of a com- 
bination of the different issues, to 
have the income thereof tax-exempt 
for a period of time ranging from 
two to five years after the formal de- 
claration of peace by the President 
of the United States. 

The maximum face amounts of the 
different United States issues of Liberty 
Bonds, exclusive of holdings of 34s 
and 3%s which an investor may hold, 
still obtaining exemption from taxa- 
tion on all the resulting income, may be 
tabulated as follows: 

4 


$5,000 in the aggregate of First 4s, First 4}s 
(issues of May 9, 1918, and October 
24, 1918), Second 4s and 4}s, Third 
Fourth 4}s, Treasury Certifi- 
cates, and War-Savings Certificates. 

30,000 of First 4}s (issue of October 24, 1918, 
only), until the expiration of two 
years after the termination of the 
war. 

30,000 of Fourth 4}s, until the expiration of 
two years after the termination of 
the war. 

45,000 in the aggregate of First 4s, First 4}s 
(issue of May 9, 1918, only), Second 
4s and 44s, and Third 4}s, as to the 
interest received after January 1, 
1918, until the expiration of two 
years after the termination of the 
war—this exemption conditional on 
original subscription to, and con- 
tinued holding at date of tax return 
of, two-thirds as many bonds of the 
Fourth Liberty Loan. 

$110,000 Total possible exemptions, subject 

to conditions above summarized. 
Under the terms of Section 2 (a) 
of the Victory Liberty Loan Act, the 
following additional exemption be- 
comes immediately effective, and is 
independent of any subscription to 
the Victory Liberty Loan. 

$30,000 in the aggregate of First 4s, First 4}s 
(issues of May 9, 1918, and October 
24, 1918), Second 4s and 4}s, Third 
4is, and Fourth 4}s, as to the interest 
received on and after January 1, 
1919, until the expiration of five years 
after the termination of the war. 
Under the terms of Section 2 (b) of 
the Victory Liberty Loan Act, the 
following additional exemption is 
provided, conditional upon original 
subscription to, and continued hold- 
ing at the date of the tax return of, 
one-third as many notes of the Vic- 
tory Liberty Loan, and extending 
through the life of the notes of the 
Victory Liberty Loan instead of 
expiring five years after the termina- 
tion of the war: 

$20,000 in the aggregate of First 4s, First 4}s 
(issues of May 9, 1918, and October 
24, 1918), Second 4s and 4}s, Third 
4}s, and Fourth 4}s, as to the in- 
terest received on and after January 
1, 1919. 


$160,000 Total. 
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Marker or THe DIFFERENT 
Issugs 


The market value of the several 
different loans is subject to the daily 
vacillating sentiments of the pres- 
ent holders and prospective buyers. 
Every condition of local or foreign 
significance has a direct bearing upon 
the market which, however, is primarily 
governed by the supply and demand. 
When it is realized that prior to the 
war there were approximately four 
hundred thousand recognized bond 
buyers in the United States, and that, 
impelled by patriotic motives and 
drastic solicitation, fully twenty million 
people of this country were successfully 
induced to subscribe for the War Loan 
Bonds, it is not surprising that a large 
percentage of the subscribers should 
endeavor to liquidate their bonds by 
selling them in the open market as soon 
as the war ended. In consequence, 
the supply of bonds tendered for sale 
greatly exceeded the demand of in- 
vestors who were ready to add to 
their holdings by purchasing additional 
amounts. The result naturally, pro- 
duced a constantly declining market. 
As a means of forestalling a precipitate 
decline, and for the purpose of con- 
stantly supporting and steadying the 
market, the most potent factor was the 
War Finance Corporation which pos- 
sessed adequate powers and means for 
functioning in that capacity for the 
government. Its daily purchases and 
sales frequently totaled several million 
dollars par yalue of bonds. Similarly 
(and most effectively) the operation 
of the government sinking fund was 
arranged to retire and cancel a pro- 
portionate amount of $18,000,000,000 
bonds annually during a period of 
twenty-five years. For the annual 
sinking fund to extinguish the princi- 
pal in addition to the funds necessary to 
meet the interest on the bonds, $417,- 
861,532 will be required, or 2,32 per 
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cent of the respective amount of Lib- 
erty Loan Bonds outstanding. 

Up to the present writing the follow- 
ing prices show the lowest level to 
which the different loans have declined 
since their issuance: 


Low Recorded 
Quotation 
First Issue $s............ 97.20 
First 92.20 
take 92.10 
First 93.90 
First-Second 4}s............ 94.30 
92.70 


Owing to the fact that the chief 
influence attracting buyers of bonds 
bearing as low a rate as government 
loans is the tax-exempt feature (ex- 
clusive of any patriotic consideration), 
it is manifest that the 3}s and 33s, 
which are totally tax-exempt would 
be selected for purchase by individuals 
or institutions of large wealth who 
would otherwise be subject to heaviest 
taxation under the Income Tax Law. 
Therefore, these two issues virtually 
stand alone marketwise on their merits. 
With respect to the 4s which are now 
convertible at any time into a 4} per 
cent rate and also all the 4} per cent 
issues, there does not exist a sufficient 
distinction in their accompanying taxa- 
tion features to justify any compara- 
tive difference in their market value. 
Therefore, the principal variance in 
their quoted prices is primarily based 
upon their different maturity dates, 
coupled with the fact that there is a 
marked difference between the amount 
of bonds outstanding. In general, all 
4} per cent bonds should be quoted on 
a parity basis of income yield so that 
a ten-year bond and a twenty-five- 
year bond should sell at prices to yield 
the same net return. However, as 
long as the vast number of public 


holders of these bonds are unable to 
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comprehend or to act with appreciable 
discrimination, but instead select for 
purchase or sale one issue instead of 
another without reference to this 
technicality, it is not probable that 
any factor except that of supply and 
demand will exercise any considerable 
market influence over prices until the 
greater portion of bonds are lodged in 
the hands of discriminating investors. 
As a general rule, the most inexpe- 
rienced investors select by preference 
short, rather than long time maturities. 
The two different issues of First 4}s 
afford another conspicuous example of 
a notable price difference. Both of 
these bonds exist as the result of con- 
verting a 34 per cent bond into the 
4} per cent rate under two different 
Acts of Congress. In the case of the 
First Liberty Loan Converted 4}s, 
issue of May 9, there are nearly 
$380,000,000 bonds outstanding, where- 
as in the case of the First Liberty 
Loan Second Converted 4}s, issue of 
October 24, there are outstanding less 
than $3,500,000. Bonds of the former 
loan are available in sufficient amounts 
to meet the demand and still be quoted 
at a substantial discount, but bonds of 
the latter loan, on the other hand, are 
scarce and virtually unobtainable in 
the open market, which fact causes 
them to be quoted at a premium when 
an occasional block of bonds becomes 
obtainable. 

On the assumption that the govern- 
ment will not call the Liberty Loan 
Bonds for redemption at their optional 
date, but rather will allow them to run 
to maturity, the prices at which the 
different bonds should be quoted in 
order that a 45 per cent and 5 
per cent income yield shall be obtained 
by the buyer are specified below. It 
is assumed that bonds bought Jan- 
uary 1, 1920, will be retained until 
maturity: 


Priceto Price to 

Maturity Yield 44% Yield 5% 
Liberty  3)s....1947 84.31 77.71 
Ist 4s.....1947 92.16 85.14 


2nd 4s.....1942 92.88 86.42 

Ist 4}s....1947 96.08 88.86 

2nd 44s... .1942 96.44 89.82 

Srd 4}s....1998 98.17 94.62 

4th 4}s....1938 96.83 90.87 
Victory Sis... .1923 97.59 96.03 
4is....1923 100.80 99.21 


Apart from these technical consider- 
ations, there are no grades or classes in 
the credit of our government, and the 
bonds of one loan of the United States 
are equal in safety with any and all 
other loans which our government has 
obligated itself to pay. 


Pre-War Bonps 


There are now outstanding seven 
different pre-war issues, three of which 
are suitable primarily as collateral 
security for National Bank notes, the 
remaining four being regarded as 
more or less suitable for public invest- 
ment. They are classified as follows: 


$599,724,050 Consol 2s (payable at the pleasure 
of the government after April 1, 
1930). 
74,901,580 Panama 2s (redeemable at the 
government’s option after Au- 
gust 1, 1916, and November 1, 
1918, and payable August 1, 
1936, and November 1, 1938). 
11,250,000 Postal Savings 2}s (redeemable one 
year after date of issue and pay- 
able twenty years from date of 
issue). 
50,000,000 Panama 3s (payable June 1, 1961). 
28,894,500 Conversion 3s (payable January 1, 
1946). 

118,489,900 Old 4s (redeemable at the pleasure 
of the government after Febru- 
ary 1, 1925). 

The Consol 2s and Old 4s are the 
consolidated and _ refunded debts 
created during previous wars and na- 
tional crises, and the Panama 2s were 
issued to defray in part the cost of con- 
structing the Panama Canal. These 
three issues are now, for the most part, 


utilized by national banks and pledged 
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CHARACTERISTICS OF 


The principal characteristics of the ten different issues 
UNITED STATES LIBERTY AND 


4s 
lst Lrperry Loan Liserry Loan—|2no Lipertry Loan Liserry Loan— 
16-30 Year Bonds Converted 4s 10-26 Year Bonde Convertep 4js 
15-30 Year Bonds *Jesue of May 9, 1918 


16-30 Year Bonds 


Issued tOutstandi Issued tOutstanding 
$2,000,000 ,000. $198,865, $3,808,766,150. $376,129,100 
tOutstanding tOutstanding 
$1,413,805,200. $860,365,100. 


Taxation Exempt from all] Notes A, B, FandG.| Notes A, B, F and G.]| Notes A, B, C, F 


Feature taxes (except es- and G 
(Summary Below) tate and inheri- 

tance taxes). 
ete e. June 15, 1917. November 15, 1917. | November 15, 1917. | May 9, 1918. 
ssue 
Maturity June 15, 1947. June 15, 1947. November 15, 1942. | June 15 » 1947. 
Callable Redeemable at gov- Redeemable at gov- | Redeemable at gov- ‘Redeemable uo gov- 
For ernment’s option ernment's option ernment's option ernment’s option 
Payment on or after June on or after June on or after Nov. on or after June 

15, 1932. 15, 1932. 15, 1927. 15, 1932. 
Interest June 15th and Dee. | June 15th and Dec. | May 15th and Nov. June 15th th and Dec 
Payments 15th. 15th. 15th. Sth. 
Conversion Convertible into any | Convertible into the | Convertible into Sec- | Not convertible im- 
Privilege higher rate bond First Converted ond Converted 4}s to any future 

issued during the 4isif apeheotion is if application is issue. 

war (except short made fore Nov. made before Nov. 

term loans) within 9, 1918. 9, 1918. 

six months from | This privilege to con- | This privilege to con- 

date of the issue of vert has n ex- vert has nm ex- 

such higher rate tended and re- tended and re- 

bond. The date newed. newed 


of the termination 
of the war shall be 
date fixed by proe- 
lamation of the 
President. 


Sinking Note H. Notes E and H. Notes EandH. | Notes E and H. 
ube 


Note A.—Exempt from state and local taxes and from normal income tax, but subject to estate, inheritance, 
super-tax, excess and war-profits tax on all incomes and earnings above the normal exemption (incomes from hold- 
ings of $5,000 bonds are tax exempt except for estate and inheritance taxes). 

Note B.—In addition to tax exemption in Note A, income from not more than $45,000 bonds of this issue or a 
smaller amount of bonds of this issue not exceeding 1} times the amount of the Fourth Liberty Bonds held by the 
owner is exempt until two years after the war from surtaxes, excess and war-profits taxes, provided said Fourth 
oy Bonds were originally subscribed for and have been continuously und the taxpayer up to the date of 

is tax return. 

Note C.—Bonds owned continuously for at least six months prior to one's death are acceptable at par and accrued 
as in payment of any estate and inheritance taxes imposed by the United States under any present or future 


Note D.—In addition to the tax exemption in Note A, interest on not to exceed $30,000 bonds of this issue is 
exempt until two years after the war from surtaxes, excess and war-profits taxes when owned by one individual, 
partnership, corporation or association. 

Note E.—The Secretary of the Treasury is authorized from time . time until the expiration of one year after the 
termination of the war to buy bonds of this issue to the extent of 5% of the original issue during the 12 months’ 
period beginning on the date of issue and in each 12 months’ puled. the reafter to the extent of 5% of the amount 
outstanding at the beginning of the period, the average cost of bonds purchased in any such 12 Sonik period not to 
exceed par and accrued interest 

Note F.—In addition to the tax exemption in Note A, income received on and after January 1, 1919, on not 
to exceed $30,000 bonds in the aggregate is exempt until the expiration of five years after the war from surtaxes, 
excess and war-profits taxes. 

Note G.—In addition to the tax exemption in Note F, income received on and after January 1, 1919, on not to 
exceed $20,000 bonds in the aggregate is exempt from surtaxes, excess and war-profits taxes, extending through the 
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DirrerENtT Issues 


of Liberty and Victory Loans are set forth below. 
VICTORY LOAN WAR BONDS 


and 44s 


let Liperty Loan— 


2np Liperty Loan— 


Liperry Loan 4}s 


47x Liperty Loan 


Victory Liserty 


2np CONVERTED 4js_ ConvERTED 4}8 10 Year Bonds 16-20 Year Bonds Loan 
*Jssue of Oct. 24,1918| 10-25 Year Bonds 3-4 Year Notes 
15-30 Year Bonds 
Available by con- | tOutstanding Issued Issued Issued 
verting 34s before $2,752,153,400. $4,176,516,850. $6,993 ,073,250. $4,500,000,000. 
April 24, 1919. tOutstanding tOutstanding 
Outstanding ap- $4,055,687 ,050. $6,917,000,000. 
roximately 
$3,375,000. 
Notes A, C, D, F | Notes A, B, C, F | Notes A, B, C, F | Notes A, C, D, F | Notes I and J. 
and G. and G. and G. and G. Note C, as to 41s 
only 
October 24, 1918. May 9, 1918, May 9, 1918. October 24, 1918. May 20, 1919. 
June 15, 1947. November 15, 1942. September 15, 1928. | October 15, 1938. May 20, 1923. 
Redeemable at gov- | Redeemable at gov- | Not redeemable unti! Redeemable at gov- | Redeemable at gov- 


ernment’s option 
on or after June 
15, 1932 


ernment’s 
on or after Nov. 


15, 1927. 


maturity. 


ernment’s option 
on or after Oct. 
15, 1933. 


ernment’s option 
on or after June 
15, 1922, wu 
not less than four 
months’ notice. 


June 15th and Dec. 
15th. 


May 15th and Nov. 
15th. 


September 15th and 
arch 15th. 


April 15th and Oc- 
tober 15th. 


December 15th and 
June 15th. 


Not convertible into 
any future issue. 


Not convertible into 
any future issue. 


Not convertible into 
any future issue. 


Not convertible into 
any future issue. 


The 33s and 43s 
are convertib 
and reconvertible 
each into the 
other after July 
15, 1919, but 
before maturity 
or call for re- 
demption. 


Notes E and H. 


Notes E and H. 


Notes E and H. 


Notes E and H. 


Notes E and H. 


life of the Victory Notes, provided such bonds do not exceed three times the principal amount of Notes of the Victory 
Liberty Loan originally subscribed for by such owner and still held by him at the date of his tax return. 


Note H.- 


The Victory Loan Act created a sinking fund to retire all Liberty bond and note issues at maturity, or 


to redeem and purchase them before maturity at an average cost not to exceed 100 and accrued interest. Begin- 
ning July Ist, 1920, and for each fiseal year thereafter until all such bonds and notes are redeemed, there is ap- 
propriated for the purposes of the sinking fund an amount equal to the sum of (1) 2)% of the aggregate amount of 


9 and notes outstanding on July Ist, 1920, leas an amount ec 


ual to the par amount of any obligations of foreign 


governments held by the United States on July Ist, 1920, oe (2) the interest which would have bee on payable 
on the bonds and notes purchased or redeemed or paid out of the ainking fund during such year or in previous years 
for which the appropriation was m 
Note I.—The 3s are exempt both as to principal and interest from all taxation (except estate and inheritance 
taxes) now or hereafter imposed by the United States, any State or any of the possessions of the United States, or by 
any local taxing authority. 
ote J.—The 4]s are exempt both as to principal and interest from all taxation now or hereafter imposed by the 
United States, any State, or any of the possessions of the United States, or by any local taxing authority, except estate 
or inheritance taxes, and graduated additional income taxes, commonly known as surtaxes, and excess profits and 


war-profits taxes, now or hereafter imposed by the United States, upon the income or profits of individua 


ips, associations or corporations. 
* The two issues of First Converted 4}s differ only to the extent that the issue of October 24th is tax exempt as to 
regardless ‘of on to the Fourth Loan, whereas the issue of 


the interest on not to exceed $30,000 bonds 


May 9th is tax exempt as to the interest on not to exceed $45,000 bo 

Fourth Loan. 
t Outstanding January 31, 1919. 
Above data revised to June 1, 1919. 


partner- 


in connection with one’s subscription to the 
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in Washington to secure the issuance of 
national bank notes. 

The Conversion 3s were created by 
refunding a certain amount of Consol 
2s and Panama 2s acquired in 1914 
by the Federal Reserve Banks at par. 
The new converted 3 per cent bonds 
were thereafter sold to the public. 

The Panama 3s were issued pri- 
marily to complete payment for the 
cost of the Panama Canal, and the 
Postal Savings Bank 2}s were issued to 
encourage the purchase of a govern- 
ment investment on the part of small 
savings bank depositors, and more 
particularly foreign born laborers who 
otherwise would withhold their earn- 
ings from the banks. 

As the Federal Reserve Bank Act, 
providing rediscount privileges for the 
benefit of all national banks also ex- 
tends the bank note issuing privilege 
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to Federal Reserve Banks (which was 
formerly granted only to national 
banks), it is not likely that any future 
refunding of the present Liberty Loans 
will result in authorizing any new issue 
having the bank note circulation privi- 
lege attached to them. Therefore, it is 
probably safe to assume that without 
this privilege, no future issue of United 
States Bonds can be sold, during the 
present generation at least, bearing as 
low a rate of interest as 2 per cent; and, 
furthermore, it is improbable that the 
outstanding 2 per cent bonds will be 
called for payment so long as they 
can be profitably utilized by national 
banks for securing circulation. A 
notable commentary on the value of 
the circulation privilege is the fact that 
the 2s and Old 4s are now quoted at 
100} and 106} respectively. 
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Municipal Bonds 


By Wiutu1am R. Compron 


President, William R. Compton Company, Investment Bankers; President, American Trust 
Company, St. Louis 


N preparing this article upon the 
issuance of municipal bonds by 
states, counties, cities and other polit- 
ical subdivisions of the United States, 
it has been necessary to take into con- 
sideration limitations of space and 
time. The subject is so complex that 
it is utterly impossible, without writ- 
ing volumes, to give a detailed and 
comprehensive outline of the theory 
and practical working out of the issu- 
ance of municipal bonds. In any con- 
sideration of this subject, or any phase 
thereof, it should be remembered that 
the present system of municipal financ- 
ing is a typical illustration of the evo- 
lutionary process in which necessity 
and environment combine to produce 
a desired result. 


DEFINITION AND CLASSIFICATION OF 
MunicipaL Bonps 


A definition has been called the 
result of an attempt to condense vol- 
umes into one or two short statements 
—in this case a most unsatisfactory 
procedure. We may, however, char- 
acterize municipal bonds as_ the 
obligations—the promises to pay— 
voluntarily assumed, of definite gov- 
ernmentalities, and payable from taxes. 
Again, we may say that municipal 
bonds are the means through which 
improvements, whose benefit is of a 
public nature, are financed. 

Municipal bonds may be classed in 
two or three ways, namely, according 
to the purpose of their issuance, or with 
reference to the laws affecting their 
issuance, or from the standpoint of 
the community incurring the debt. 


49 


Here we will discuss municipal bonds 
from the latter standpoint. 


National Bonds 


The term “municipal” has been 
diverted from its limited meaning to 
include that which pertains to any 
district, city, state or nation function- 
ing as an independent body. Even as 
the bonds of a city are the obligations 
of an independently functioning body, 
or as the obligations of smaller govern- 
mentalities are classed as municipal 
bonds, so are the obligations of the 
federal or main government placed 
under the same heading. Each is 
voluntarily voted by the people, or by 
their representatives, and is payable 
from revenues derived from the people. 
The underlying fundamental concept 
is the same. ‘The taxpayers voted the 
bonds of the nation when they voted 
favorably on the Constitution, endow- 
ing Congress with the power to author- 


ize the issuance of federal bonds. 
State Bonds 


State bonds represent the transition 
between Federal and public bonds of 
lesser governmentalities, such as cities, 
counties, school districts, improvement 
districts, etc. In practically every 
state today a loan, pledging the faith 
and credit of that state, must be au- 
thorized and voted by a direct vote of 
the people themselves, although in 
isolated cases the legislatures of states 
may have the power to issue bonds, 
their authority having been obtained 
from a constitutional amendment or, 
in the last analysis, by a favorable vote 
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of the taxpayers of the state. Like the 
obligations of the federal government, 
state bonds need not have a specific 
tax levied for their payment, but may 
be paid from the general revenues of 
the state. More and more is it deemed 
proper to liquidate state loans, prima- 
rily, from certain specific revenues 
which the state enjoys, although, 
generally speaking, in the last analysis 
those loans are supported by the 
taxing power of the state. 


County, City and Town Bonds 


County, city, village and town 
bonds, practically without exception, 
are voted by the taxpayers themselves 
and are authorized by a favorable vote 
at an election held for that specific 
purpose. In the majority ,of cases, a 
definite, irrevocable tax, sufficient for 
the liquidation of the debt incurred, is 
levied against all taxable property at 
the time of the issuance of the bonds. 
However, as in the case of many state 
bonds, specific revenues of counties, 
cities, villages and towns furnish the 
primary means for the payment of 
debts incurred for revenue producing 
improvements. 


School Bonds 


School bonds are often issued by 
cities themselves and as such are 
direct city obligations. There is a 
second method, however, of issuing 
school bonds, namely, through the 
formation of a school district which 
may consist of an entire city or a part 
thereof, or of the city plus adjacent 
territory. Whatever the component 
parts may be, the district itself is 
formed voluntarily by the taxpayers 
therein, according to the existing laws 
of their state, and in practically every 
state it is necessary that school debts be 
created by popular vote of those who 
will have to pay them. But in a few 
isolated cases the administrative body 


of the school district has the power to 
issue bonds without a vote of the 
people, being limited either as to the 
amount of indebtedness that may be 
incurred or else as to the amount of 
tax available to pay the total debt, 
which in effect is an estoppel of the 
issuance of bonds beyond a certain 


specific amount. 
District Bonds 

By far, the most important class 
of bonds in any discussion of obliga- 
tions of minor municipalities, such 
as districts, is the class issued to 
finance improvements whose benefit is 
practically localized. This class of 
municipal bonds will be discussed 
later, but it may be noted here that 
the districts standing sponsor for the 
payment of bonds of this character are 
always formed with the approval of 
the property owners therein. 

So far, two fundamentals of all 
municipal bonds have been empha- 
sized; first, their voluntary assumption 
by the taxpayers, either through a 
direct expression or through an expres- 
sion of the representatives of the tax- 
payers, and, second, their payment 
from taxes or other revenues derived 
from those who expressed their will- 
ingness to assume the indebtedness. 
A part of the taxes from practically 
every taxpayer goes to pay the prin- 
cipal and interest of bonds issued by 
the community in which that person 
lives. No corporation, other than 
charitable or religious, and no in- 
dividual having property, escapes. It 
has been remarked that the only cer- 
tainties in the world are death and taxes. 


Mernops or Financine 
Municipal Property Tax.—Any dis- 
cussion of Municipal Bonds would be 
incomplete without a discussion of 
methods of payment. The majority 
of municipal bonds are payable from 
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the collection of taxes levied upon 
property within the municipality creat- 
ing the debt. Sometimes the taxes 
are collected by a levy on all of the 
property assessed; in other words, by 
an ad valorem tax levied in ratio to 
the assessed value of the taxable 
property—so many cents for each one 
hundred dollars assessed valuation. 
This tax is levied against all assessed 
property, real and personal, land and 
money. It is irrevocably levied sim- 
ultaneously with the issuance of the 
bonds, and is pledged for the payment 
of principal and interest thereof and 
may be used for no other purpose. 

Community Property Tax.—Many 
municipal bonds, especially those is- 
sued in late years, are payable only, in 
their last analysis, from the levy of a 
tax against the property embraced 
within the community. Bonds pay- 
able in this manner are termed General 
Obligations in contrast to Direct Obliga- 
tions, the name applied to bonds pay- 
able by a direct ad valorem tax upon 
all taxable property within the issuing 
community. ‘The so-called general 
obligation bond is usually issued for 
some special purpose or improvement, 
and is payable from special taxes or 
from revenues derived from the im- 
provement itself. Only when these 
funds fail or prove insufficient must the 
entire municipality, standing sponsor 
for the debt, assume its burden and 
liquidate the insufficiency from general 
revenues or from special taxes which 
may be levied. Examples of financing 
of this character are bonds issued for 
terminal facilities, for the improve- 
ment of streets, for waterworks pur- 
poses, for agricultural credits, and so 
forth. Summing up, it may be said 
that a general obligation bond is one 
not primarily payable from the taxing 
power of the community creating the 
debt, but actually payable. in its last 
analysis, in that manner. , 


Special Assessment Bonds.—The 
least known form of municipal finane- 
ing is that of obtaining improvements, 
whose benefit is entirely local, by the 
issuance of bonds whose principal and 
interest are payable from a special tax 
levied upon the property benefited in 
proportion to the benefits that will 
accrue to the property taxed. This 
form of municipal financing is the 
result of conditions found, for the most 
part, in the middle west, although to 
some extent in other parts of the United 
States. The draining of lands not 
sufficiently rolling to carry off surplus 
rain water, the construction of levees 
to protect fertile lands from rivers and 
streams in their flood stages, the con- 
struction of roads to furnish at all 
times an outlet to the shipping point 
for products of the community, are 
causes which have called forth what is 
known as Special Assessment financing. 
This form of financing, although com- 
paratively new, is sufficiently old to 
have proven its merit. 

The majority of municipal bonds are 
evidences of debt incurred, presum- 
ably, for the benefit of all of the resi- 
dents of a municipality. They are 
issued to finance the very purposes for 
which the municipal government ex- 
ists. Often, however, there are com- 
munities and districts, not organized as 
one of the usual political subdivisions 
of the state, which, because of their 
location or the peculiar physical con- 
ditions obtaining, necessitate special 
financing in order to provide local 
improvements. Accordingly, these 
communities or districts are organized 
under Enabling Acts which exist in 
almost every state solely for the pur- 
pose of financing and constructing the 
proposed improvement. If the im- 
provement is such that it will operate 
to the benefit of all of the residents of 
the community, then the statutes more 
often provide that the bonds issued to 
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pay for the improvement shall be 
payable by a tax levied against all of 
the property in the district. If, on 
the other hand, the improvement is 
such that it will benefit one class of 
property owners more directly and in 
greater proportion than the remainder, 
then it is equitable and fair that the 
property thus benefited should pay 
the cost of the improvement. Conse- 
quently, there are in most of the states 
statutes which provide for the organ- 
ization of a district or municipality for 
the purpose of constructing an im- 
provement whose cost shall be paid 
by the property specially benefited. 
Bonds issued by those districts, which 
are payable by a tax levied against the 
property benefited and in proportion 
to the manner in which it is benefited, 
are known as Special Assessment Bonds, 
the most typical examples of which are 
drainage, levee and road improvement 
district bonds. 

Land in a district subject to over- 
flow, or land which is poorly drained 
or has roads inadequate to allow the 
products thereof to be marketed read- 
ily, will be increased intrinsically in 
value if the necessary improvement is 
secured. The benefit to this land is 
direct and much greater than to any 
other class of property. It is obvious 
that the land should bear the burden of 
the cost, yet, it is equally apparent 
that, in order to provide an opportunity 
to secure the money for the improve- 
ment and at the same time furnish the 
necessary safeguards to the land owner 
as well as to the purchaser of the 
security, it is essential that many legal 
proceedings be performed and judic- 
ially confirmed. 


Mernop or Forminc Bonp Districts 


The method of the formation of a 
district and the steps necessary to be 
taken before bonds can be issued vary 
to some degree in the different states, 


but the idea is the same. Only a 
general theory of the procedure can be 
indicated here. The organization of 
such a district is accomplished either 
by a special act of the legislature or by 
compliance with a general act; but in 
either case the organization of the 
political subdivision is with the consent 
of those who will enjoy the benefit from 
the proposed improvement and will 
consequently bear the cost thereof. 
After the formation of the district, 
plans for the desired improvement are 
formulated and adopted after their 
correctness has been established to the 
satisfaction of property owners. The 
cost of the improvement is estimated at 
the time the plans are made, and if the 
proposed improvement is found to be 
too expensive, the project, of course, is 
abandoned; but it is generally known, 
before the district is organized, just 
about what will be the cost of the im- 
provement. Then disinterested per- 
sons are appointed to go upon the 
land affected by the improvement and 
determine the benefits that will accrue 
thereto by reason of the accomplish- 
ment of the proposed improvement. 
The benefits, so estimated, are adjudi- 
cated to the satisfaction of the owners 
of the lands that will be benefited, and 
after the benefits have been so adjudi- 
cated and sufficient time has been given 
in which they may be attacked, they 
stand as an immovable basis for the 
financing of the district. Assessed 
valuations fluctuate, but benefits, once 
confirmed after their adjudication, can- 
not be lowered or in any way changed, 
except in rare cases where benefits 
against individual tracts may be 
changed, provided the change does not 
at all affect the total amount of bene- 
fits confirmed; i.e., if any benefits are 
lowered, others must be raised propor- 
tionately so as not to affect the total. 
Throughout the procedure of the 
assessment and confirmation of the 
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benefits, the property owners affected 
have ample time in which to appeal 
from the benefits assessed. Thus, when 
the benefits are finally confirmed it 
means that the confirmation comes 
after the interest of those affected has 
been entirely safeguarded. It is im- 
portant, in connection with the assess- 
ment of benefits, to bear in mind that 
benefits are assessed with the consent 
of the property owners, or after it has 
been proven that their dissatisfaction 
is not justly founded. 

When the benefits have been con- 
firmed, the next step is to advertise for 
bids for the doing of the work, accord- 
ing to the adopted plans for the im- 
provement. When the exact cost of 
the work has been ascertained, through 
letting a contract, a tax is levied to 
cover that cost. Time is given the 
property owners to pay their part of 
that tax in cash, and if they do not 
choose to do so, bonds are then issued 
to produce the money necessary to pay 
for the cost of the improvement. The 
bonds so issued are payable from the 
collection of the taxes levied against 
the property benefited, and in propor- 
tion to the manner in which the court 
has confirmed the benefits. The taxes, 
from which the bonds are payable, are 
irrevocably levied at the time the 
bonds are issued, and usually exceed 
the requirements for principal and in- 
terest by a safe margin. Taxes so 
levied are usually on a parity with 
taxes levied for state and county pur- 
poses and, in most cases, are collected 
in the same manner and at the same 
time as state and county taxes. 

The creation of special assessment 
debts requires experience in municipal 
financing, as well as a knowledge of the 
needs and problems of the community 
affected, but when correctly and intelli- 
gently constructed, special assessment 
debts should be liquidated as promptly 
as direct obligation, general obligation, 


or other classes of municipal bonds. 
The administration in districts issuing 
special assessment bonds is generally as 
efficient as in other municipalities, be- 
cause in such districts the largest 
property owners generally advocate 
the improvement and take a leading 
part in obtaining it and maintaining 
its efficiency. Volumes might be writ- 
ten on special assessment financing 
since, although the idea is practically 
uniform throughout the United States, 
the technique of the creation of the 
debts varies so greatly in different 
localities. 


Bonps A BAROMETER OF 
PROGRESS 


Municipal bonds have been called 
the barometer of progress. They are 
indicative of the spirit of a community. 
As industrial development proceeds 
and as population increases, new facil- 
ities become necessary. Good roads 
or paved streets are needed, increased 
school facilities are demanded, court 
houses and city halls must be enlarged 
or built, waterworks must be estab- 
lished or extended, lands heretofore 
unproductive must be made to produce 
food and basic materials. All of these 
projects are usually carried through by 
the issuance of municipal bonds. The 
growing industries, the producing 
farms and the new homes all become 
the security behind the bonds. Muni- 
cipal bonds, whether of the direct 
obligation, the general obligation, or 
the special assessment class, are a 
prior lien to all private obligations, and 
their prompt payment is dependent not 
on a small group, but upon the com- 
munity whose welfare is irrevocably 
yoked to the maintenance of proper 
credit. 

In concluding this statement on 
municipal financing, it is proper to 
mention the matter of value received. 
It would be folly to purchase any secur- 
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ities, the technique of whose issuance 
did not correspond exactly to that pre- 
scribed by law, but it would be equally 
foolish to purchase municipal securities 
that were issued for other than a meri- 
torious purpose, or for any purpose 
not calculated to benefit the commu- 
nity creating the debt. History fur- 
nishes but rare instances of a public 
community in the United States refus- 
ing to repay, with the agreed interest, 
that which it contracted to pay, and 
in return for which the proper value 
was received. Municipal financing, in 
its last analysis, rests upon the credit 
of a community, and the credit of a 
community is determined as much 
by its integrity and willingness to 
liquidate its debts as by its ability 
to do so. 

It is well to remember that we in this 
country are in the initial stages of 
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municipal financing. As life becomes 
more complex, as the demand for food 
and clothing becomes greater, and as 
the demand for the enjoyments of life 
becomes more pronounced, the crea- 
tion of debts by public communities 
will be increased correspondingly; and 
with that increase we will discover new 
and improved methods of providing 
the necessary funds. Of late years 
practically all municipalities are adopt- 
ing the method of paying their debts 
year by year, so an increase in the out- 
put of municipal bonds should not be 
alarming as the outstanding amount is 
constantly being liquidated. If I were 
asked to state the determining factors 
of a safe municipal bond, my experi- 
ence would prompt me to say, a needed 
improvement, an honest community 
and a proper construction of the debt. 
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Railroad Bonds 


By F. J. Lisman 
Of F. J. Lisman & Co., New York City 


HE capitalization of the railroads 
of the United States is nearly 
twenty billion dollars, of which nearly 
two-thirds is represented by bonds and 
the balance by stock. Up to about 
ten years ago railroad securities formed 
the bulk of the transactions on the 
Stock Exchange, and the money in- 
vested in these securities was more 
convertible into ready cash than 
money invested in most other enter- 
prises; in fact, previous to the forma- 
tion of a number of our large industrial 
companies in 1900, railroad securities 
were substantially the only securities 
which enjoyed a broad market on the 
Stock Exchange. 

The gross earnings of our railroad 
companies have doubled in every 
twelve or fifteen years. With this 
steadily increasing business, which 
grew beyond all expectations, the con- 
stant investment of additional capital 
is, of course, necessary. To provide 
for consolidation and this rapid ex- 
pansion, additional mortgage liens were 
created, and thus ensued the compli- 
cated structure of securities resting on 
many of the older railway systems. 
Up to about 1890 the expansion of 
the transportation business had not 
been sufficiently visualized, and nearly 
all mortgages made were closely limited 
to the requirements of the corporations 
at the time of the creation of such 
mortgages. From 1887-90 several 
large railroad corporations were reor- 
ganized and new mortgages created, 
which did not provide one dollar of 
additional money for expansion. This 
was the case in the reorganization of 
the Wabash, the Missouri, Kansas 
& Texas, the Atchison, Topeka & 


Santa Fé,and others. When the traffic 
grew these companies were unable to 
raise additional money by the sale of 
stocks or junior mortgages and in 
many cases went into bankruptcy be- 
cause they could not get the necessary 
capital on fair terms. 

Since 1900 mortgages have grown 
larger and larger. In 1898 the state of 
New York for the first time permitted 
the investment of trustees and savings 
bank funds in railroad bonds. Since 
that time a number of other states 
have followed this example. The 
laws of most states require that only 
such bonds are available as a legal in- 
vestment for trustees and savings 
banks as are secured by mortgages, 
which are obligations of companies 
that have paid not less than 4 per cent 
dividends for a period of not less than 
five years on a capital stock which 
must not be less than one-third of the 
bonded debt. In other words, the 
limit of bonded debt recognized as be- 
ing safe is a capitalization represented 
by about three-fourths of its capital 
value in bonds and one-fourth in stock. 
As a consequence of this legislation 
several of our larger railroad com- 
panies, like the Pennsylvania, the 
New York Central and the Balti- 
more and Ohio have executed what is 
known as an open mortgage, under which 
bonds may be issued from time to 
time whenever the company may need 
money for the purpose of paying off 
prior lien bonds or for raising additional 
capital. The amount of such bonds 
outstanding, however, shall never be 
more than three times the amount of 
the outstanding stock of the corpora- 
tion. 
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Forms or MortGaGes 

The art of drawing railroad mort- 
gages has made progress in many di- 
rections. At first, mortgage. were se- 
cured by deeds of trust similar in all 
respects to the real estate mortgages 
then in vogue. Gradually the needs of 
the situation evolved a different type 
of trust deed, and now some of these 
very formidable documents run up to 
one hundred fifty pages and more. 
Formerly the mortgage was given to 
an individual the same as in real estate 
transactions; now mortgages are exe- 
cuted to corporate trustees in practi- 
cally every instance. The advantage 
of a corporate trustee is that it never 
becomes sick, nor dies. As many com- 
plicated questions may arise with the 
trustees, but there is a clause in every 
trust deed defining the duties of the 
trustee and holding the trustee harmless 
against everything except malfeasance 
or breach of trust. Whenever it is nec- 
essary to do so, bondholders, in order 
to assert their rights under a mortgage, 
must get together, because very sel- 
dom is the trustee required to take any 
action on any subject connected with 
the mortgage except at the request of 
holders of not less than one-quarter of 
the outstanding bonds. On the other 
hand, a majority of the bonds, in most 
cases, can direct the trustee to take ac- 
tion, that is, declare due the principal of 
a mortgage in case the interest or prin- 
cipal is not paid when due, in case 
the property has not been properly 
maintained, or in case a receiver is ap- 
pointed, etc. 

The deed of trust generally contains 
provisions under which the corpora- 
tions agree to maintain the property, 
pay promptly taxes, rentals, etc. It 
has been found in many of the recent 
reorganizations that the properties had 
not been properly maintained and that 
the equipment and other items had 
been allowed to deteriorate. Under 


the trust deed the trustee was not 
obligated, nor provided with funds 
for matters of this kind. This subject 
has been taken up by the Investment 
Bankers Association of America and 
discussed considerably at the annual 
meetings. Some method is _ being 
sought to keep the bondholders in 
closer touch with the conditions of 
their mortgaged property. 


BonDHOLDERS’ COMMITTEES 


The bulk of railroad bonds are 
coupon bonds payable to bearer, hence 
after they have become thoroughly dis- 
tributed it is extremely difficult to 
locate them. It is for this reason that 
the modern bondholders’ committee 
has been evolved. Whenever com- 
panies get into trouble or whenever it 
is necessary for bondholders to com- 
bine for purposes of protecting their 
interests, a committee is formed. 
This committee is usually composed 
of representatives of one or more firms 
who distributed the bonds in question 
and of representatives of the large 
bondholders. These committees al- 
ways request holders to deposit their 
bonds with some trust company under 
an agreement which gives the com- 
mittee full power to deal with the de- 
posited bonds as may seem proper. 

The bondholders’ deposit agree- 
ment, like the trust deed or mortgage, 
is also a document which has under- 
gone considerable change to meet the 
decisions rendered by courts from time 
to time. The courts, in all cases, have 
interpreted the powers of a com- 
mittee as powers in trust and have 
held committee members strictly liable 
as trustees. 

As a rule, reorganization progresses 
much slower than is anticipated, due, 
largely, to protracted litigation which 
is frequently carried on by the defend- 
ant in order to gain as much time as 
possible, in the expectation that time 
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will tire out the creditors or that finan- 
cial conditions may improve in the 
meanwhile. Bondholders have felt in 
some cases that the committee was 
taking an undue length of time in 
which to accomplish its work and have 
brought suit for the return of their 
bonds. The courts have been inclined 
to hold that, whenever no definite time 
was mentioned, five years was a rea- 
sonable time to work out a situation, 
and that, generally speaking, bond- 
holders should be entitled to the return 
of their securities if the committee has 
not achieved anything within that 
period. 


Dec.ine Rariroap 


During the last ten years railroad 
securities have not been so popular as 
previously, and the decline in price has 
been due to the following reasons: 

1. As money became dearer with 
the expansion of commerce, and later 
owing to the war, many prime bonds 
have declined in value commensu- 
rate with the rise in the value of money. 

2. As restrictions and regulations of 
railroads by the forty-eight state and 
federal authorities became more and 
the more complex and profits more and 
more circumscribed, investors felt that 
securities of corporations, whose profits 
are limited by public opinion and by 
law, were not a desirable investment. 

3. The railroads, in order to educate 
the public to their needs and thus in- 
fluence legislators, were compelled to 


announce their poverty broadcast and 


they thereby educated the investing 
class, also, on this subject. 

4. The rising cost of labor and the 
fact that Congress and state legislators 
were trying to help labor get increased 
wages, and at the same time were not 
willing, presumably at the behest of 
another class of voters, namely, the 
farmers and shippers, to advance rates 
commensurately with increased wages 


and costs of material, is another cause 
of unpopularity. 

5. The normal income tax and super 
tax imposed on railroad securities 
which are not being imposed on state 
and municipal securities accounts for 
further decline in price. 


Excessive Income TAXEs 


The average bond buyer, averaging 
a large number of small bondholders 
and a comparatively small number of 
rich men, has probably an income in 
excess of $30,000 per annum. If this 
income is derived from railroad and 
other corporation bonds it is subject to 
a tax of 13 per cent, hence—about one- 
seventh of the income must be paid 
over to the government. Naturally a 
bond buyer wants to be compensated 
for this tax by a greater return on se- 
curities subject to it. The tax on in- 
comes above $30,000 increases very 
rapidly. 

An income of $40,000 is subject 
to a tax of nearly 16 per cent. 

An income of $60,000 is subject to a 
tax of about 21 per cent. 

An income of $100,000 is subject to a 
tax of about 31 per cent. 

An income of $150,000 is subject to a 
tax of over 40 per cent, etc. 

People with large incomes, therefore, 
can only afford to buy railroad bonds 
when compensated by an extraordi- 
narily large return. 


PenpinGc Raitway LeGIsLATION 


A bill is now pending before the 
Conference Committee of the two 
Houses of Congress, which is expected 
to be enacted into a law before this 
article is published. Under this law 
the railroads, which are to be returned 
by the government on the Ist of March 
to the corporations owning them, 
will be guaranteed the standard return 
or rental by the government for an- 
other six months, and during that pe- 
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riod they will be requested to ask for an 
advance of rates which will enable 
them, as a whole, to earn sufficient 
money to pay their operating expenses, 
maintenance, taxes and a fair return 
on their value. This fair return may 
possibly be limited to 5} per cent, or it 
may be left to the discretion of the 
Interstate Commerce Commission. 
Presumably, by a fair return is 
meant the income which will make the 
securities worth their face value under 
average conditions. With the enor- 
mous changes which have come over 
the world in every way, including the 
value of money, it is very difficult to 
determine what is the fair average 
value of money. In the city of Cleve- 
land, under the contract between the 
city and the local street railway com- 
pany, based on service at cost, the 
company was allowed 6 per cent divi- 
dends on its stock. This amount was 
recently increased to 7 per cent, so as 
to enable the company to -sell addi- 
tional stock at par in order to raise 
the necessary money for expansion. 
At present what are considered to be 
safe dividend paying stocks are selling 
at prices to yield close to 8 per cent. 
Many bonds which formerly sold at 
prices to yield less than 4 per cent can 
now be bought at prices to yield 7 per 
cent. It would appear, therefore, that 
nothing less than 7 per cent would be a 
fair rate of interest under present con- 
ditions. As most corporations have at 
least one-half of their investment rep- 
resented by bonds paying not to exceed 
an average of 5 per cent interest, the 
assumption of our lawmakers is that a 
return of 54 per cent on the entire capi- 
tal invested would be equal to 5 per 
cent on bonds and 6 per cent on the 
capital stock. In cases where com- 
panies have 4 per cent bonds outstand- 
ing, a return of 5} per cent on the entire 
capitalization would work out 7 per 
cent on the stock.. Under prevailing 


conditions 5} per cent would not ap- 
pear adequate because a 7 per cent re- 
turn on good stocks would hardly en- 
Yable railroad companies to sell large 
amounts of the same at par. The 
companies, under the law, are not per- 
mitted to sell their stock below par. 
To raise the required capital for ex- 
pansion they must sell stock at par 
or further increase their indebtedness 
which, in mosi cases, is already unduly 


large. 
Tue or Vanuation 


There is still another important prob- 
lem left open. On what sum shall this 
fair return be payable? Congress, the 
Interstate Commerce Commission and 
many state commissions have denied 
that the value of the stocks and bonds 
of the various railroad companies rep- 
resent a fair value of the property, and 
it has been asserted that a fair value is 
only one-half of the capitalization or 
even less. It is this question of value 
which prompted Congress to pass the 
valuation act some years ago, under 
which the physical value of all railroad 
properties was to be determined. It 
appears to be the intention of Congress 
that the fair return shall be based on 
physical valuation. While this valua- 
tion will not be completed for another 
two or three years, it has made suffi- 
cient progress to indicate that, on the 
whole, even at prices prevailing before 
the war, the railroads were rather un- 
dercapitalized. The valuation of a few 
‘of the minor roads has been com- 
pleted and while the results are seri- 
ously questioned by the corporations, 
the valuation in each case has worked 
out considerably more than the present 
market price of the securities. In the 
end it will certainly be determined that 
not less than 95 per cent of all railroad 
bonds issued in the United States are 
issued within physical valuation, and 
that, therefore, the properties on which 
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they are a lien are entitled to earn a 
fair rate of interest. In a few isolated 
minor cases the lines may be so located 
that the companies would not be able 
to do so, in spite of the opportunity 
which will be granted to them under 
the law, but, at any rate, railroad bonds 
are certain to become what might be 
called “validated” and will get a clean 
bill of health. 

As far as railroad stocks are con- 
cerned, it will certainly be found that 
the stocks of many corporations rep- 
resent very much more than par value, 
for instance, those of the Pennsylvania 
Railroad, New York Central, Chicago, 
Burlington & Quincy, Louisville & 
Nashville, Union Pacific, Chicago & 
North Western, etc. On the other 
hand, the valuation of other roads will 
produce a result showing considerably 
less than the par value of the stocks, 
but the average of all railroad stocks 
will probably be not far from par. 


OF Our TRANSPORTATION 
SYsTEM 


In the summer of 1914 when the 
world’s war started we were in a period 
of depression which, in the opinion of 
many, was due mostly to the fact that 
the largest consumers of materials, the 
railroads, were spending as little money 
as possible, owing to the poor condi- 
tion of their credit. Subsequently, 
while business improved, railroad credit 
did not improve, and up to the time 
the federal government took over the 
railroads, less than the usual amount 
for additional equipment and improve- 
ments had been spent by the railroad 
companies. Since then, that is, during 
the year 1918, the government, owing 
to war conditions, has made only such 
improvements as were necessary for 
war purposes, and has bought about 
the average amount of cars and loco- 
motives necessary for that year. In 
1919, Congress appropriated only a 
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comparatively limited amount of 
money for additional facilities. Thus 
far in 1920, nothing has been done. 
As a consequence, with the largest vol- 
ume of business on record, railroad 
facilities are utterly inadequate; in 
fact, these facilities are likely to be 
inadequate for several years, until the 
average annual expenditure of approxi- 
mately one billion dollars for expan- 
sion has been made good. During the 
last five and one-half years less than 
one-half of the requisite amount has 
been so expended. The railroads will 
start in to make these necessary im- 
provements during the latter half of 
1920, if they can get money on fair 
terms. If they cannot get it, we will 
have a serious reaction in business, 
our commerce will be hampered and 
the general growth of business blocked. 
Therefore, constructive railroad legis- 
lation is the most important question 
before the country. Proper railroad 
legislation should and must establish a 
broad credit for the railroad companies 
in order to enable them to get at 
reasonable rates, commensurate with 
the money market, the additional capi- 
tal required. Such legislation must 
strengthen outstanding bond issues, be- 
cause otherwise the companies cannot 
sell more bonds or stock. 


Prices or Securities Fottow 
EARNINGS 

During the last six months prices of 
securities have been adjusted some- 
what to the result of operations of 
the various railroad companies under 
government management. Railroads 
which formerly showed a large surplus 
above interest charges have failed, in 
many cases, under government man- 
agement, to earn even all of their op- 
eration expenses. Discriminating buy- 
ers have refused to buy securities of 
roads which have failed to earn interest 
charges, and stocks and bonds of these 
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companies have consequently declined. 
The management of nearly every rail- 
road expects to re-establish its for- 
mer business and to handle substan- 
tially the same proportion of business 
as formerly. If this should be the case 
then the prices of bonds, which have 
declined as a consequence of the poor 
showing under government manage- 
ment, are bound to show a consider- 
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able recovery, especially in connection 
with the valuation above referred to. 
Seasoned railroad securities, which in 
many cases can be bought at prices to 
yield up to 9 per cent, certainly must 
show a large recovery, even under pres- 
ent money market conditions, just as 
soon as proper legislation is enacted by 
Congress, and when the coming increase 
in freight rates becomes effective. 
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Public Service Bonds 


By H. M. 


Of Harris, Forbes & Company, member of Public Utilities Securities Committee of the 
Investment Bankers Association, New York 


el is a fundamental requirement 

of a conservative investment that 
it be founded on a sound and stable 
business situation. Next to the 
obligations of municipalities which 
in effect are a lien on the taxing power 
of the community, no more sound and 
stable business situation exists than 
that of furnishing to the public such 
necessities of modern life as gas, 
electricity, street railway service 
and telephone communication. Water 
companies are omitted, as private 
water companies are comparatively 
few, since this service has been very 
generally assumed by the municipali- 
ties themselves. Notwithstanding the 
comparatively short history of public 
service companies, so steady and so 
ever increasing has been the demand 
for their products that, from a negli- 
gible amount half a century ago the 
capitalization of public service com- 
panies in the United States is now 
stated to be about fifteen billions of 
dollars—a figure almost as large as the 
capitalization of the railroads or of the 
industrial corporations in the United 
States. 


Service COMPANIES 


Gas Companies.—The gas industry is 
the oldest of the public utility indus- 
tries in this country, a company having 
been chartered in Baltimore as early as 
1816. Under conditions existing in 
the large cities gas has become a 
practical necessity and what the com- 
panies have lost in illuminating busi- 
ness has been more than compensated 
for by the increase in the use of gas for 
fuel purposes. The greater economy 
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in the transformation of fuel into gas 
and gas into heat places the gas busi- 
ness beyond the reach of general com- 
petition in this field from the electric 
companies, and the greater convenience 
for heating and cooking purposes 
places gas beyond the reach of general 
competition from coal, oil and other 
kinds of fuel. 

Electric Power Companies.—The elec- 
tric light and power industry hardly 
needs comment, so many and so diverse 
are the uses to which electrical energy 
is being put in our modern life. A 
phase of this great industry which per- 
haps deserves special mention at this 
time is the generation of electrical 
energy from water power. Hydro- 
electric properties, when well con- 
ceived and executed and operating 
near a good field for the sale of their 
product, occupy an almost unassailable 
position in the economic structure of 
our country. The creation of their 
product does not entail the consump- 
tion of any of the natural resources of 
the country. On thecontrary, it merely 
entails the development of a natural 
resource which is otherwise going to 
waste. While perhaps a collateral 
issue from the standpoint of public 
service bonds, it is particularly un- 
fortunate but perhaps understandable, 
in view of the crisis in world affairs 
through which we have just’ passed, 
that Congress has not enacted legisla- 
tion that will make possible the devel- 
opment of undeveloped water powers 
on the public lands or on navigable 
streams. 

I understand that at the present time 
there are some 47,000,000 H. P. that 
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are available and less than 4 per cent of 
this amount has been developed. The 
nature of the United States govern- 
ment grants which are now obtainable 
is such that no prudent banker would 
place his funds or those of his clients 
in enterprises involving the develop- 
ment of this power on the public lands 
or navigable streams, but with the 
strain of the war over it is hoped that 
our national legislators will speedily 
enact legislation that will permit the 
further development, under reasonable 
restrictions, of this tremendously im- 
portant natural resource. Of course, 
even with the most favorable legisla- 
tion all the large amount of power 
mentioned above would not be de- 
veloped, as proximity to power markets 
and the expense of development are 
governing factors. If the powers on 
public lands, however, were developed 
to the extent of those on private lands 
it would release nearly 12,000,000 ad- 
ditional H. P. or over twice as much as 
is now developed from hydro-electric 
sources in the entire country. The 
general economic importance of releas- 
ing this power is perhaps not generally 
appreciated or its effect upon the food, 
fuel and industrial situation, involving 
as it does irrigation, electro-chemical 
and_electro-metallurgical processes, 
railroad electrification, pulp and 
paper manufacture, and general power 
supply. 

Telephone Companies.—The old idea 
that telephone bonds were secured 
merely by a mass of wire has passed 
away. The wires, of course, are just as 
important to the telephone company as 
are the rails to the railroad or the mains 
to the gas company, but they are 
merely the arteries for the transporta- 
tion of oral communication—the com- 
modity that the telephone company 
sells—and without system and expert 
management they would merely rep- 
resent so much metal. Whether the 
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country is in the heights of prosperity 
or in the throes of financial depression 
the telephone must be employed. 
Modern business and social inter- 
course have reached the point where 
we cannot get along without the tele- 
phone. The continuance of the coun- 
try’s growth means a corresponding 
increase in the growth of telephone 
business. The nature of the telephone 
business is essentially a monopoly, for 
the more complete is the inter-commu- 
nication furnished the more valuable is 
the service. 

Street Railway Companies.—The 
economic necessity of local general 
transportation facilities for the larger 
centers of population cannot be seri- 
ously questioned, and it therefore fol- 
lows that the street railway, in general, 
is a permanent institution. The in- 
creased costs of operation resulting 
from the war, combined with a general 
fixed 5-cent rate of fare, have imposed 
severe hardships on the street railway 
industry and confronted it with prob- 
lems for which a permanent solution 
that is fair to both the public and the 
street railway owners, in most cases, 
has not yet been-found. This is dealt 
with in more detail below but as a 
résumé it is safe to say that, generally 
speaking, street railways are an indis- 
pensable public service and we may 
count on the American spirit of fair 
dealing and coéperation on the part of 
both the public authorities and the 
railway owners in arriving at an agree- 
ment that will place this industry on 
the sound financial basis that it 
must enjoy to enable it to continue 
to perform satisfactorily its public 
function. 


DeveELOPMENT OF Pusiic UTILity 
CoMPANIES 


The development of the public 
utility industry to its present estab- 
lished position has been attended by 
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many difficulties, not all of which are 
common to every company, but at 
least some of which have been passed 
through by the average company. 
These include periods of financial and 
franchise abuses; cut-throat, competi- 
tive periods; the legal tangles of con- 
solidation and merger; the operating 
problems involved by the continuous 
improvement in the art; the change 
from a public-be-damned to a public- 
be-pleased policy; problems of finance 
and of educating the bankers and the 
public regarding their securities; op- 
pression at the hands of new and 
inexperienced public regulating author- 
ities; and, last of all, the burdens 
placed upon them by present abnormal 
operating costs. Having, so to speak, 
passed through the fire, the public 
utility business is emerging as a sea- 
soned, time proven and permanently 
established industry. 


CHARACTERISTICS OF Pusiic Utimiry 
COMPANIES 


Regulated Monopoly.—lIt is gradually 
coming to be recognized that com- 
panies providing public service are, in 
effect, public servants and as greater 
protection has been thrown around 
their operations by public regulating 
authorities greater limitations have 
been placed on their speculative earn- 
ing power. In other words, these com- 
panies as a class have been approach- 
ing the status of regulated monopolies 
which is the logical and the ideal posi- 
tion for them to occupy, both from the 
standpoint of the service rendered to 
the public and its inseparable corol- 
lary, namely, their ability to raise 
money to finance the inevitable and 
steady growth of their business. 

Stability of Earning Power—The 
importance of stable earning power 
cannot be over-emphasized in connec- 
tion with the purchase of bonds. The 
buyer of strictly investment bonds is 


entitled to a security which is practi- 
cally free from the elements of un- 
certainty, as he is loaning his money at 
a fixed, limited rate of interest and 
for a specified time and without the 
speculative possibility of an increase in 
either income or principal. In other 
words, he is purely a creditor of the 
company and not in any sense an 
owner who may reasonably expect to 
see an increase of either his principal or 
income. As above indicated, from the 
very nature of the service they perform, 
these industries may be termed “ Public 
Necessity Companies” inasmuch as an 
adequate supply of light, heat, power, 
transportation and communication is 
essential to the health, progress and 
prosperity of the modern community. 
‘or this reason no property offers a 
better fundamental basis of security 
than a well managed, thoroughly 
equipped and conservatively capital- 
ized public utility company controlling 
the business of a large city or a popu- 
lous territory. Their earnings, gener- 
ally speaking, are not subject to the 
wider fluctuations of industrial cor- 
porations or even of the steam rail- 
roads. The nature of their business is 
such as to make their gross earnings 
largely independent of general busi- 
ness and industrial conditions. Even 
through the war the gross earnings of 
public service corporations continued 
to increase although, of course, higher 
costs temporarily made material, and, 
it is to be hoped, only temporary, 
inroads on their net earnings. The 
steady growth in population of this 
country justifies the belief that the 
business of public utility companies 
will continue to increase from year to 
year. 

Natural Monopoly.—In addition to 
the stability of their earning power 
public service companies differ from 
other corporations in that they are a 
natural monopoly and that the service 
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they render is a permanent necessity to 
the communities served. It has be- 
come generally recognized that the 
nature of their business is such that it 
is undesirable to have competition and 
that where competition does exist 
there is a duplication of plant, etc., 
which, in the long run, places an un- 
necessary burden upon the people. 
The companies operate, as a general 
rule, under franchises or grants from 
the communities served, which permit 
them to use the streets, etc., for the 
conduct of their business. This fact 
also places public utility bonds above 
the class of bonds of industrial corpora- 
tions which operate under no special 
franchise and which are at all times 
open to competition. It is interesting 
to note that practically every impor- 
tant industry uses electric power and 
has telephone service, so that, in a 
measure at least, the earnings of the 
electric light and power companies 
and telephone companies are an operat- 
ing expense of industrial companies. 


Srate ReGuiation or Pusiic 
UTILITIES 


Every state except Texas, Iowa and 
Delaware has a commission with 
jurisdiction extending to one or more 
forms of public utilities. These public 
service commissions constitute an ad- 
ditional element of protection for 
the purchaser of bonds of public 
service companies that come within 
their jurisdiction. The jurisdiction 
of commissions such as those in 
New York, Wisconsin, etc., extends 
to the approval of security issues, 
methods of keeping accounts, a gen- 
eral supervisory control over rates 
charged and service furnished by the 
companies. Thus these commissions 
protect the interests of the public 
served, the companies and the in- 
vestors in the companies’ securities. 


These commissions generally adopt the 


policy of discouraging competition 
where the company already occupying 
the field is giving good service at 
reasonable rates. Inasmuch as the 
commissions control both of the latter, 
public utility companies, at least in the 
states where the commissions exist 
and have the regulatory powers indi- 
cated, are becoming more and more 
strongly intrenched as- regulated 
monopolies. 


Srreet 


The public service companies are 
just successfully emerging from a very 
trying period, to which I have already 
referred. The abnormal conditions 
resulting from the war have caused the 
industry in general, and the street rail- 
way industry in particular, to be 
ground between the upper millstone of 
rising costs of everything that goes into 
operation and the nether millstone of 
fixed prices for the service they render. 


Rate Regulation 


Rate regulating authorities have been 
slow to respond to the abnormal cost 
situation by granting the companies 
the necessary relief in permitting them 
to charge increased rates for their 
product to compensate for the un- 
avoidable increased costs of operation. 
The owners of this class of property, 
finding the income over and above 
operating expenses curtailed and in 
many cases even approaching the 
vanishing point, have found themselves 
in the position where they not only 
had an unprofitable investment, but 
where they were not able to give the 
public the sefvice they should have 
because the raising of money to finance 
the constant growth of the business, if 
not impossible, often could only be ac- 
complished at a cost out of all propor- 
tion to the probable return that could 
be earned on the money. 

In this connection, all public utility 
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companies may be roughly divided into 
two general classes: (1) The class 
which had its rates specified or which 
had its rate regulating powers vested in 
the municipality by franchise contracts 
with a municipality and (2) the class 
which had its rates regulated by a pub- 
lie service commission. The former 
class is the one that has had the most 
difficulty in convincing the municipal- 
ity, or the municipally appointed com- 
mission, of the absolute necessity of 
commensurate increases in income to 
offset the abnormal increases in operat- 
ing expenses—increases that must be 
sufficient to produce enough net rev- 
enue to pay a reasonable return on 
the capital invested in the business, 
thus to make possible the acquiring 
of new capital as needed to finance 
extensions and thus insure to the 
public the service which it demands 
and to which it is entitled. The 
street railway industry is the most 
conspicuous example, owing to the 
fact that street railway franchises ob- 
tained from municipalities have,-as a 
rule, provided a maximum fare, usually 
5cents. In any event, for a long period 
of years the nickel has become fixed in 
the public mind as the proper price for 
a street railway ride, no matter what 
its length, and it has been extremely 
difficult to educate the public as to the 
merits of, and the legitimate reason for 
an increase in street railway fares. 
This question has almost always be- 
come mixed up in politics and, without 
regard to the justice of the case, politi- 
cians have been slow to agree to raising 
the cost of street railway service to the 
riding- and voting-public. 


Increased Cost of Operation 


Added to this low rate of return is the 
fact that street railways have been 
more affected by the abnormal costs of 
producing their service than any other 
branch of public utility industry, due, 


primarily, to the fact that a larger 
proportion of their operating expenses 
consists of payments to labor. So 
reluctant have the municipal authori- 
ties been to grant the necessary in- 
creases in fares that, as a result, it is 
authoritatively stated, over 16 per cent 
of the street railway mileage in the 
United States is either in the hands of 
receivers or has been abandoned as 
junk. The deplorable state of this 
industry has assumed nation-wide im- 
portance to such an extent that the 
President of the United States has ap- 
pointed a Federal Electric Railway 
Commission to investigate the street 
railway situation and to make recom- 
mendations for the guidance of those 
who are in a position, and whose duty 
it is, to correct the flagrant injustice 
that is being done. 


Street Railway Securities 
So heavy has been the cloud that has 


hung over street railway securities as a 
class that it has been practically im- 
possible for even the more fortunate 
companies that have received reason- 
able treatment in this matter to obtain 
additional funds at any reasonable rate. 
However, street railway lines serving 
nearly 500 cities and towns (nearly 
every state being represented) with an 
aggregate population of over 32,000,000 
have obtained increases in fares in 
amounts ranging from additional 
charges for transfers to 10 cent fare 
and zone fare systems. Thus it will be 
seen that the economic necessity of 
increases in street railway fares to meet 
increased cost of operation has been 
generally recognized and it is reason- 
able to assume that it is merely a 
matter of time before it will be uni- 
versally recognized. 


Rate Regulation and Valuation 


Owing to the public nature of their 
business and the fact that they are 
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natural monopolies, the public mind is 
arriving at the point of view that the 
solution of the difficulties of the street 
railways lies along the lines of valuing 
the properties of the companies and 
then permitting them to charge such 
variable rates of fare as will enable 
them to earn a reasonable return, under 
changing conditions, on the capital 
invested in the business. The op- 
ponents of this general plan contend 
that it vitiates the interest of the 
management in keeping operating ex- 
penses down since the owners of the 
property are assured of a rate of fare 
that will yield them a return on their 
investment irrespective of operating 
expenses. Of course, the answer to 
this is that in the cases where this 
general plan has been adopted com- 
plete provision is also made for super- 
vision of the operation of the whole ar- 
rangement by a regularly constituted 
city authority, part of whose duty 
would be to prevent such abuses. 


Sliding Scale of Fares 


This principle has been successfully 
adopted in the city of Cleveland where 
the street railway franchise provides 
for a sliding scale of fares and machin- 
ery for automatically changing them 
so as to permit the company to earn its 
operating expenses, fixed charges and 
6 per cent on its stock. This example 
is frequently pointed to by regulating 
bodies as a conclusive argument that a 
6 per cent rate of return is a reasonable 
one and attractive to capital, inasmuch 
as the stock of the company enjoys an 
active market in ordinary times at 
around par. This, however, is not a 
sound premise as stocks of Ohio cor- 
porations enjoy exemption (having an 
average value of about 14 per cent) 
from local taxation and, in addition, 
this particular stock has been made 
available for the investment of trust 
funds in that state. 


The recent experience of the city of 
Toledo, where the people voted to oust 
the railway property from the city and 
the railway promptly complied by re- 
moving its cars to another state, is an 
interesting indication of the essential 
nature of street railway transportation 
to a large modern city. So great was 
the inconvenience, discomfort and loss 
of business arising from the absence of 
street railway transportation facilities 
—motor transportation proved wholly 
inadequate—that it was only a few 
weeks before the city was glad to make 
it legally possible for the company to 
come back on the same basis of fares 
that had originally aroused the city’s 
ire and caused the passage of the 
Ouster Ordinance and, in addition, 
with practical assurance from the city 
that it would work out the situation 
satisfactorily. 


Orner Pusiic Uriities 


The difficulties of the street railways 
have been shared by the other utilities 
only to a limited extent. Labor costs 
of the latter are not proportionately so 
great and there is no absolute price for 
their commodity fixed in the minds of 
the public as in the case of the fetish of 
the 5-cent street railway fare. Fur- 
thermore, rate regulation in the case of 
gas, electric and telephone companies is 
more generally in the hands of state 
commissions than is the case with the 
street railways. These commissions 
have responded more quickly to the 
necessities of the utilities than have 
the municipalities. The distinction 
in this respect between pub ic utilities 
in general and the street railways is 
obvious to all those familiar with the 
respective industries and the invest- 
ment market has generally recognized 
it, as is evidenced by the more satis- 
factory market that prevails for other 
public utility bonds than the market, if 
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any, for even the best grade of street 
railway bonds. 


Bonp Issues on Pusiic UTILITIES 
Protection to Bondholders 


It is apparent that even the strong 
business situation furnished by pros- 
perous public utility companies would 
avail the bondholder little if his lien 
on the property and right to enforce 
the payment of his principal and in- 
terest were not properly safeguarded 
by a properly and conservatively 
drawn mortgage. The mortgage is 
the instrument that connects the 
bondholder to the property and its 
terms must be such as to protect him 
and his rights in every reasonably 
conceivable respect. Elaborate care 
should be exercised in the preparation 
of the mortgage to the end that it will 
completely fulfill its functions and that 
it will contain no loophole that might 
vitiate the strength of the document 
and the protection that it should afford 
the bondholders. 


Amount of Bond Issue 

One of the primary considerations 
that the investment banker has in 
mind in determining the amount of a 
bond issue on a public utility property 
is the duplication value of the physical 
property to be mortgaged after making 
the proper allowances for obsolescence, 
depreciation, etc. In view of the at- 
titude of regulating authorities to the 
effect that the proper basis for de- 
termining the earning capacity of 
public utility properties is the value of 
their property, this becomes a consider- 
ation that no conservative banker can 
afford to ignore, but the investment 
banker has a further concern than the 
immediate relation of the amount of 
bonds to the value of the property. 


Sinking Fund 
While, of course, there is no such 
thing as guaranteeing management, 


the investment banker can at least 
require that the mortgage contain 
covenants looking toward the main- 
tenance of the property in a state of 
operating efficiency and adequate pro- 
vision for depreciation, and it is also 
generally customary to include in the 
mortgage a sinking or improvement 
fund. No far-sighted public utility 
operator would agree to a bond issue 
that did not carry with it the possibility 
of issuing additional bonds under the 
same mortgage with reasonable re- 
strictions, and so provide himself with 
a means of financing a substantial part 
of his future requirements. The pres- 
ervation of the proper relation between 
property and bonds, and earnings and 
bond interest is provided for by the 
requirement that additional bonds may 
be issued only for a percentage, say 80 
per cent, of the cash cost of permanent 
extensions and additions to the prop- 
erty when the net earnings are equal to 
at least twice the interest on all the 
bonds outstanding, together with those 
proposed to be issued. Of course, 
these requirements are subject to varia- 
tion to meet the needs of specific cases, 
but the principle remains the same. 
While the banker has insisted that 
the mortgage provide for a sinking fund 
to retire a certain amount of bonds each 
year and thus improve the relation be- 
tween bonds and property value, the 
owner has found himself in the position 
of putting cash intoa sinking fund which 
then goes into the market and buys 
bonds for cash, usually at a price 
somewhat above the general market 
therefor. At the same time growing 
companies have frequently required 
money to finance the legitimate ex- 
pansion of their business, which has 
meant that they have had to sell 
bonds to their bankers at a price 
sufficiently below the general mar- 
ket to pay the bankers for their 
services. Thus the company has 
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lost the difference between the price 
paid for bonds purchased by the 
sinking fund and that received by 
the company for bonds sold against 
additions to property. This loss has 
been obviated by the adoption of the 
sinking or improvement fund, which 
provides that the company may either 
use the funds arising therein for the 
purchase of bonds or may expend such 
funds on property which might other- 
wise have been made the basis for the 
issue of bonds. This compromise at 
least partially accomplishes the primary 
result desired by the bankers; namely, 
the improvement of the relation of the 
property to the bonds, although it is 
not so desirable from the standpoint of 
the purchaser of the bonds inasmuch as 
it deprives him of the periodic special 
market created for the bonds by the 
sinking fund. 


General Escrow Requirements 


In connection with the general 
question of the size of authorized issues, 
so rapid has been the growth of the 
successful public utility companies 
that authorized issues provided by 
mortgages of even a few years ago 
which seemed entirely adequate to 
care for the bond requirements of the 
company for the period of the mort- 
gage, say twenty-five or thirty years, 
have been found to be entirely in- 
adequate, necessitating either the crea- 
tion of new junior mortgages entailing 
a higher cost of money for the company 
or the refunding of the old obligations 
and the issue of a new, larger author- 
ized issue to take their place, at best an 
expensive operation from the stand- 
point of the company. Thus we now 
have many of the larger companies 
issuing mortgages with an authorized 
issue of fifty, seventy-five or one 
hundred million, or sometimes even 
without a definite limit to the amount 


of bonds that may be certified there- 
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under, subject, of course, to limita- 
tions along the lines indicated and the 
limitation of the life of the mortgage. 


Ratio between Bonds and Stock 


In connection with the general es- 
crow requirements which do not permit 
the issuance of bonds beyond a reason- 
able percentage of, say 75 per cent or 
80 per cent of the cost of extensions 
and additions, it should be borne in 
mind that adequate and workable 
means should be provided for the 
company to accomplish its junior 
financing. A well balanced capitaliza- 
tion should show a conservative ratio 
—say 3 to 2—between bonds and 
stock. This is sound business from the 
standpoint of the issuing corporation as 
it facilitates future financing. ‘That 
no company should attempt to finance 
itself entirely on borrowed money 
secured by a mortgage is so obvious 
that it hardly needs comment but, 
nevertheless, many corporations have 
endeavored to do this and have found 
bankers who were willing to purchase 
their bonds. A large part of the past 
financial difficulties of the steam rail- 
roads as well as some of the public 
utilities has been caused by disregard- 
ing this simple principle. 

Notwithstanding the fact that public 
utility operation and finance have 
gradually been standardized, each in- 
dustry and, in fact, each company 
presents problems that must be solved 
satisfactorily before sound securities 
can be issued thereon. The properties 
must be subjected to searching exami- 
nations from business, technical, ac- 
counting and legal standpoints and 
the mortgage drawn under the super- 
vision of experienced experts and at- 
torneys. The majority of investors 
must of necessity rely largely upon 
their bankers in making investments 
since however familiar an individual 
may be with investments in general, it 
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is usually not feasible, if not impossi- 
ble, for him to investigate all the 
numerous legal and technical ques- 
tions bearing upon the safety of any 
particular bond. 


CONCLUSIONS 


The foregoing leads to the logical 
conclusion that the classes of public 
utility business discussed present, from 
an intrinsic and economic standpoint, a 
sound and stable basis for the issuance 
of safe investment bonds, especially 
when the company falls into the class of 
the larger and more seasoned properties 
and when the bond issue has been 
surrounded with proper safeguards. 
At the present time even the best 


of public utility bonds are selling 
on a very much higher interest 
basis—and at correspondingly lower 
price—than their intrinsic security 
would justify in ordinary times, but 
this temporary market condition, 
which is common to practically all 
investment securities, cannot be con- 
sidered in the light of a reflection 
on the intrinsic security of the issues 
involved. This is rather a question of 
general market conditions to which 
must be added the probability that 
the investing public has not as yet 
fully regained the confidence in public 
utility bonds that the strength of their 
intrinsic position justifies. 
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Industrial Bonds 


By Joun Moopy 
President, Moody's Investors’ Service 


InpusTRIAL Bonps Berore 1900 


HE industrial corporation bond is a 
purely modern product. Thirty 
years ago, although there were then in 
existence a large number of substantial 
industrial corporations of large capital 
and with numerous stockholders, in- 
dustrial bond issues were practically 
unknown. ‘Twenty years ago, even 
though by that time the period of the 
formation of gigantic industrial trusts 
had fully arrived, the industrial bond 
issue was a novelty and but few 
corporations had resorted to this 
type of financing. Not until within 
the last decade have industrial bonds 
taken their place as an important 
representative type of investment 
security. 

It is true that long before 1900 a 
large number of short term obligations 
and note issues had been floated by 
certain types of industrial companies; 
but such flotations were almost in- 
variably made in response to urgent 
needs for temporary financing rather 
than for the purpose of securing 
permanent capital. If anyone will 
glance over the voluminous statistical 
records of industrial bond issues which 
are listed on the various American 
exchanges today, or examine the 
records of unlisted issues, he will be 
immediately impressed with the small 
percentage of issues which date back 
to any year prior to 1900. After 
1900, however, the output of this form 
of security tended to increase rather 
steadily, and since 1910 this method of 
raising permanent capital has become 
commonplace. 

There is a reason for everything, and 
the reasons why industrial bonds did 
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not appear in quantity prior to 1900, 
and began to appear with increasing 
frequency after that year, are easily 
stated. During the earlier period, the 
industrial enterprises of the country 
had not, as a general rule, assumed 
the large corporate form. We had our 
old style “trusts,”’ such as the Stand- 
ard Oil Trust, the Sugar Trust and the 
Whiskey Trust, but these were not 
corporations in the modern sense, but 
simply alliances of one form or another, 
invented for the purpose of regulating 
prices, restraining trade or throttling 
competition. They were not formed 
for the purpose of raising large amounts 
of capital or for consolidating single 
industries under one corporate head. 
With a few important exceptions, the 
industrial corporations of that decade 
were relatively small, and their secu- 
rities were not known or held by 
any wide circle of investors. Even 
those of comparative importance were 
“close” corporations, like the Carnegie 
Steel Company, or else could boast of 
not more than a few hundred stock- 
holders at the most. Not until 1897 
or 1898 did any number of industrial 
securities appear on the New York 
Stock Exchange or the New York out- 
side markets, aside from the original 
type of industrial “trust.”” However, 
there were not many of the latter. 
Thus the industrial corporation as 
we know it today was practically non- 
existent at that time. Its securities 
were, in most cases, looked upon as 
speculations rather than investments 
and where capital was needed the 
speculator rather than the investor 
had to be appealed to. Consequently, 
any corporation of an industrial char- 
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acter which attempted to borrow 
capital by means of bond issues was 
apt to be looked upon with suspicion. 
The investor would not buy industrial 
bonds because of their apparent specu- 
lative character, while the speculator 
did not like them because of the limita- 
tion of speculative possibilities. 

When the great industrial consolida- 
tion movement set in at the close of 
the century, and hundreds of plants 
of small concerns in numerous lines of 
industry were being merged into great 
corporate units, it became necessary 
to appeal largely to the speculator for 
the financing of these consolidations. 
A period of broad speculative activity 
was under way all over the country. 
We had come through the depression 
of 1893-96; we had completed the reor- 
ganization of all the broken down 
railroad systems; the free-silver craze 
had spent itself, and the country was 
securely lodged on the gold basis. 
Industry was reviving and wages 
rising all over the country. A stock 
market boom had set in in Wall Street 
in 1898, after the Spanish War, and was 
not again seriously interrupted until 
the end of 1902. 

This period was ideal for the flotation 
of speculative enterprises and, while 
money was cheap, and pure investment 
conditions were favorable, the average 
investor was being fully supplied with 
a wide range of selections in the rail- 
road bond market and was not an apt 
pupil for the industrial financier. 
Those were the days when St. Paul 
general 4s at 110 looked cheap and 
when men bid large premiums for 
3} per cent long term railroad bonds. 
Illinois Central 3s then sold around 
par and the prediction was freely made 
that within another decade all the 
great American railroads of high credit 
would be doing their financing on a 
24 to 3 per cent basis. 

Thus industrial companies of even 


the highest credit had little chance of 
securing pure investment capital at 
such a time; but there were vast 
possibilities in appealing to the specu- 
lator and the speculative investor. 
Consequently, nearly all of the great 
industrial consolidations were financed 
through the issuing of large amounts 
of preferred and common stock. The 
preferred stock offered generally had a 
7 per cent dividend and asset prefer- 
ence, and was offered at par with a 
substantial bonus in common stock. 
The preferred issue was supposed to 
represent the asset value of the plants 
merged, including necessary new work- 
ing capital, while the common stock 
generally represented a capitalization 
of the expected increases in earning 
power under concentrated control. 
All of the important consolidations 
were financed in this way. Few, if 
any, bond issues were created. In some 
cases, however, old bond issues were 
assumed, but these were few and far 
between. 


INDUSTRIAL SECURITIES AFTER 1902 


After 1902 or 1903 this condition in 
the industrial security field began to 
change. Many of the consolidations 
of the earlier period had not been 
successes; the expected increases in 
profits had not been realized, and all 
too soon a very large number of com- 
panies found themselves without suffi- 
cient working capital. The consoli- 
dations had all been formed in a 
boom period and for the most part 
on a wasteful and extravagant basis. 
Many an enterprise with great intrinsic 
strength, so far as its type of business 
was concerned, faced disaster simply 
because of an urgent need for funds. 
It was usually impossible to raise 
further funds through the issue of 
stock, either common or preferred. 
In most cases the market prices of the 
stocks had severely declined, and, as 
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the speculative mania had collapsed 
in Wall Street, the big industrial 
companies found it absolutely neces- 
sary to make a direct appeal to the 
genuine investor. The only way to 
secure funds from the investor in any 
substantial amount was to offer him 
some type of security of undoubted 
strength and value. An _ industrial 
bond, secured on the assets of the 
company, with full priority over the 
claims of the stockholders, both com- 
mon and preferred, was the only kind 
of investment that the conservative 
man would consider at that time. 

Consequently, industrial bond issues 
began to appear in increasing numbers. 
The United States Steel Corpora- 
tion put through its bond conversion 
scheme, whereby a large amount of its 
preferred stock was retired and its 
second mortgage bonds issued; other 
steel and iron companies, manufactur- 
ing concerns of various types and 
many of the representative consoli- 
dations of a few years before soon had 
bond issues outstanding. Many a 
large industrial corporation was in 
those days saved from receivership or 
disintegration through the timely flota- 
tion of a bond issue and in after years 
developed into a position of permanent 
security and strength. 

Thus the industrial bond, like most 
other particular types of investment 
securities, was mainly the outgrowth 
of an emergency. Had the original 
plan for financing and building up 
industrial combinations been an un- 
qualified success, the industrial bond, 
as we know it today, might not have 
come widely into vogue for many 
years, ifatall. But after 1905, and up 
to recent times, the industrial bond 
was steadily breaking down prejudice 
and enlarging its investment market in 
this country. Fifteen years ago the 
typical investor almost invariably 
ruled out an industrial bond invest- 


ment, simply because it was an 
“industrial” and, therefore, must be 
speculative. Ten years ago, as a 
result of so many of this type of bond 
having become seasoned and having 
proven themselves good, the prejudice 
had been largely broken down; while 
during the past five years, the average 
intelligent investor no longer discrimi- 
nated against industrials, but in his 
selection was willing to put them all to 
the regular investment tests which he 
would accord other types of securities. 


INpustTRIAL Bonps Topay 


Through this evolution in financial 
affairs and the accompanying seasoning 
process, the industrial bond investment 
has now come into itsown, Today the 
investor has a wide range of choice in 
the industrial bond field and can 
select issues of fully as high quality 
as in the steam railroad or other 
fields. He can also secure fully as 
large an income return as in other 
directions and in many instances can 
find really greater bargains. 

Industrial bonds of all qualities and 
grades and of varying characteristics 
can be found. In these respects they 
do not differ from other types of bonds; 
there are issues which appeal to specu- 
lator as well as investor; the man who 
wants an income but also “a chance at 
a possible profit’ can find it in the 
industrial bond market today as easily 
as he can find it in the public utility 
or steam railroad bond market. In- 
dustrial bonds are not so plentiful as 
railroad bonds, but bargains are some- 
times far more plentiful. This has 
proven to be the case to a very large 
degree during the past half dozen 
years. While the highest grade long 
term industrial bonds have receded in 
price since 1914 in the same way that 
the highest grade railroad bonds have, 
yet junior grade industrial bonds have 
held far better, on the average, than 
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have junior grade railroad bonds dur- 
ing the past few years. 


Railroad Bonds 


There have been special reasons, of 
course, for the great decline which 
has taken place in railroad bonds 
since the opening of the World War. 
The enormous amount of foreign 
liquidation in the old seasoned issues, 
which were held so largely abroad, the 
abnormal war-time conditions which 
tended to injure the position of the 
railroads as a whole, and the uncer- 
tainty regarding the future of the 
railroads after their return to private 
operation, have naturally caused de- 
pression of a most extreme character 
in this type of security. Added to 
this has been the prevailing tendency, 
long continued, toward high money 
rates, the competition of mammoth 
war loans and the depressing effects of 
high war taxes. These latter factors 
have depressed industrial bonds also, 
but, generally, not to the same extent. 
Industrial bonds have not gone down 
alarmingly, on the average, for two 
reasons: First, they were not, as a 
rule, selling at such high average 
prices at the opening of the war as 
were similarly strong or secure rail- 
road bonds; second, industrial com- 
panies have been benefited, in a large 
number of cases, byghlagsame abnormal 
war-time conditions that have so 
seriously injured the railroads. 


Simplicity of Industrial Bonds 


While several different types of 
industrial bonds are familiar to every 
market, there is not the wide diversity 
of type that will be found in the rail- 
road field. In the railroad field one 
will find mortgage bonds, running from 
first mortgage to eighth or tenth mort- 
gage; consolidated, collateral, refund- 
ing, general, general consolidated, gen- 
eral lien, prior lien, debenture, income 


and many other types of bonds. 
Some of these issues will be directly 
secured; some indirectly. A first mort- 
gage railroad bond may be secured 
on a worthless branch and be less 
secure than a tenth mortgage on the 
same company’s main line; a con- 
solidated genera! lien on a railroad may 
be better than all of the so-called under- 
lying liens on the same property. But 
not so, as a rule, with the industrial 
bond. It is generally greatly superior 
to the railroad bond in. simplicity. 
Usually it is the single bond obligation 
of the company, and very seldom do we 
find an industrial company with more 
than three or four bond issues out- 
standing; while a vast number of 
industrial companies have no bonded 
debts whatever. A notable exception 
is the United States Steel Corporation, 
but even this company has outstanding 
only two bond issues of its own, all 
of the others having been assumed 
either at the time of the merger twenty 
years ago or since. 

I have already pointed out the rea- 
sons for the scarcity of industrial bond 
issues as compared with railroads. The 
industrial corporation was originally 
formed and financed through stock 
issues alone, while the great railroad 
companies are all earlier consolidations 
of companies which for generations 
had been financed almost exclusively 
through the issue of bonds. Thus a 
typical railroad like the Erie has out- 
standing and is responsible for fifty or 
sixty different bond issues, whereas a 
typical industrial company like the 
American Smelting & Refining Com- 
pany has but one. 

In earlier days industrial companies 
frequently issued debenture bonds 
rather than mortgages. This was a 
natural outgrowth from the custom of 
issuing notes or financing with tempo- 
rary loans and commercial paper. In 
many cases the earlier industrial 
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companies found it impossible to place 
actual mortgages on their properties. 
Their charters, framed at the time 
they were first formed through the 
flotation of stocks often forbid the 
placing of any mortgages on the prop- 
erties without the consent of a large 
majority of the stockholders. But 
gradually it was realized that a mort- 
gage bond giving the company neces- 
sary funds and good credit would in 
the long run benefit the stockholder, 
while it could hardly be more harmful 
for him than a debenture bond or note 
which would in any event have a legal 
claim ahead of the stockholder on 
both the assets and income. In fact, 
from any point of view, a long-term 
bond obligation furnishing permanent 
capital, is bound to be better for the 
stockholder than temporary obliga- 
tions or floating debt. 


Security or InpustriaL Bonps 


With a full recognition of these facts, 
industrial mortgage bonds have come 
more and more into vogue in recent 
years, and most new industrial bond 
issues nowadays are secured in one 
form or another. They have also 
gradually taken on the characteristics 
of other types of railroad bonds. In 
recent years, convertible industrial 
bonds frequently have come into the 
markets, as have collateral bonds, se- 
cured by pledge of other securities, as- 
sumed or guaranteed industrial bonds, 
etc. These different types of issues 
have been created, of course, in response 
to investment market conditions. The 
industrial convertible bond, like the old 
railroad convertible issue, is chosen to 
appeal to the man who wishes to both 
invest and speculate, but wants to be 
sure that his speculation is all in one 
direction. In other words, he wants 
to make his principal and income 
secure, but also wants to share in any 
possible appreciation that may occur 


in the price of the stock into which the 
bond is convertible. This type of 
bond is often issued by companies 
whose credit is not of the highest, or 
was not at the time the bond was issued. 


Convertible Bonds 


There have occurred many instances 
of large profits resulting from invest- 
ment in industrial convertible bonds, a 
notable case being that of the Pierce 
Oil Corporation 6s, recently called. 
These bonds were selling below 75 in 
1916, but early in 1919, as a result of a 
rise in the stock, they sold well above 
130. The Otis Elevator 5s which used 
to sell around 80 have recently risen 
to 140. The Chile Copper Company 
has also done financing with converti- 
ble bonds, as have Wilson & Co., 
Armour & Co. and the Bethlehem 
Steel Corporation. In some cases 
the convertible bonds are convert- 
ible into other issues; in some cases 
into preferred as well as common 
stock, ete. 

But while convertible bonds are 
often attractive enough as real invest- 
ments, they are generally in a more 
speculative position than the repre- 
sentative industrial bond investment. 
The convertible feature is what usually 
makes them attractive, and not their 
intrinsic quality. 

In judging j trial bonds, the 
investor natu should exercise 
extreme caution. Ordinarily, it is 
more difficult to ascertain the real 
investment value of an industrial bond 
than of a railroad bond. Railroad re- 
ports are necessarily more elaborate 
and detailed than industrial reports. 
Uniformity is required by law and 
there is little excuse for an investor to 
go wrong on railroad information, 
although of course he may easily go 
wrong on deductions or opinion. But 
in the case of the industrial company 
an investor is often asked to take a 


4 


INDUSTRIAL Bonps 75 


great deal on faith. Many companies 
furnish full information and_ the 
reports of some are notably elaborate 
and complete, but there are far too 
many who fail to furnish the essential 
facts. In such cases the investor must 
do the best he can with what is avail- 
able and if he is not satisfied he should 
reject the investment. 

It is difficult to compare the relative 
value of industrial bonds, for the 
reason that as a class they represent 
many businesses of distinct or 
diversified character. One can, of 
course, readily arrive at the asset value 
back of a bond of the United States 
Steel Corporation, the great assets of 
which are exhibited to any and every- 
body, but a bond secured on a business 
the main asset of which is a trademark, 
may or may not be good. Earning 


power of such a business is important 
of course; but earning power alone 
considered may easily lead an investor 
to disaster. The earning power of the 
great H. B. Claflin Company was 
always heavy, but the absence of a 
complete exhibit of liabilities in its 
annual reports resulted in enormous 
losses to its stockholders. 

The safest plan for every investor, 
in selecting industrial bonds, is to 
confine himself to obligations of those 
companies who follow the custom of 
taking the public into their confidence 
and exhibiting all the facts as they 
actually are. More and more manage- 
ments are doing this every year and 
the time should not be far distant 
when every industrial enterprise which 
seeks capital in the investment world 
will adopt this enlightened policy. 
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Real Estate Bonds as an Investment Security 


By Georce A. Hurp 
President, The Mortgage-Bond Company of New York 


Estate Bonps 


EAL estate bonds are obligations 
secured by mortgages or trust 
conveyances of real estate. While any 
mortgage may secure a series of bonds 
instead of a single bond or note, which 
might thus be called real estate bonds, 
they would not differ in any way, ex- 
cept that of convenience, from the 
ordinary mortgage transaction. What 
is meant by “real estate bonds” or 
mortgage bonds in the investment 
sense is a series of bonds in convenient 
denominations secured by real estate 
mortgages, the bonds being issued by 
a financial company formed for that 
purpose and itself obligated on them. 
Such mortgage companies have been 
developed so long in Europe that any 
study of the system must include an 
examination of the history of the 
development of the mortgage business 
in Europe, and other parts of the world 
subject to European influences, as a 
prerequisite to the understanding of 
real estate bonds as an investment 
security in this country. 

In considering such bonds, it is es- 
sential to examine them from the 
standpoint of the fundamental requi- 
sites of all good investments, namely, 
safety, interest return and convertibil- 
ity. Of these requisites, that of the 
safety of the principal under all con- 
ditions which may arise is by far the 
most important and the one to which 
most consideration will be given. 


Wuerein Rests THE SECURITY OF 
Estate Bonps 


Stability of Productive Power of Land. 
—It may be said at the outset that the 
principal advantage which real estate 
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has over other forms of security rests in 
the certainty or stability of its produc- 
tive power. All value in real estate is 
the result of income capitalized. In 
the case of city real estate, the natural 
causes which lead the growth of 
cities in certain locations create a per- 
manent demand in those locations for 
areas on which to live or transact busi- 
ness. Such advantages in location 
are paid for in the form of rent, and as 
long as a community exists there will 
be income from the use of locations 
within it, and real estate values 
founded upon this income. In regard 
to farm lands, the productivity of the 
soil creates an annual income, a part 
of which, as rent, may be capitalized 
into value. As long as the soil is pro- 
ductive, income, and therefore real 
estate values, will exist. 

Convertibility of Capital.—So large a 
part of the world’s wealth consists of 
real estate, that the use of it as security 
for debt has been a matter of the most 
vital importance in the commercial 
progress of the race, since it gave to 
land a partial convertibility and pre- 
vented the capital invested in real 
estate from being wholly fixed. Down 
to the beginning of the last century, 
however, mortgages were restricted to 
transactions between individuals who 
had personal knowledge of the particu- 
lar property offered as security. This 
necessarily confined possible mortgage 
lenders to those residing near the 
property on which a mortgage was 
desired, and, as capital could not 
move freely to the places where it 
was most needed, great differences in 
interest rates existed between differ- 
ent localities. 
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Facrors Encouracinc MortGaGe 
ASSOCIATIONS 


Among other disadvantages attend- 
ing this condition of things was the 
fact that the effort to find individual 
lenders, having the exact amount 
needed, made it unduly expensive to 
obtain loans and resulted in economic 
waste through unnecessarily high com- 
missions. Individuals were also unwill- 
ing to make long-time mortgage loans 
which were nearly or quite inconverti- 
ble in their hands, and this resulted in 
forcing borrowers to pay commissions 
for obtaining new loans at compara- 
tively frequent intervals, and in expos- 
ing them to the risk, at each maturity, 
of being unable to replace the loan. In- 
dividuals, also, did not ordinarily wish 
to have their capital returned to them 
a little at a time, but wanted the full 
sum at the termination of the loan. 
This prevented the use of amortization 
loans, or loans that are paid off by 
degrees throughout the life of the loan. 
This type of loan, which is almost uni- 
versal on the continent of Europe 
and which is coming into more frequent 
use in this country, so greatly increases 
the safety of mortgage investments 
that the resulting reduction in interest 
rates may be sufficient to enable a bor- 
rower to pay off a loan in forty or fifty 
years, by an annual payment for prin- 
cipal and interest no greater than the 
payment for interest alone would be, 
were the loan without the amortiza- 
tion feature. It may be added that 
loans for fifty or seventy-five years 
would be for too long a period to be 
safe, unless for a constantly decreasing 
amount. 

Perhaps the greatest single objection, 
however, to the old system of conduct- 
ing the mortgage business arose from 
the fact that most individual investors 
could not be mortgage experts, and as 
a result frequent and serious losses 


were made, which tended to increase 
the whole level of interest rates. 

So serious were these objections that 
in 1770 the first association for con- 
ducting the mortgage business was 
formed with government assistance. 
Before describing such an association 
it may be well to say that there exist 
side by side in Europe these mutual 
associations which deal largely, if not 
exclusively, in farm loans, and mort- 
gage-banks, or stock companies, for 
dealing both in city and farm loans, 
the latter having appeared almost 
simultaneously in various countries 
of Europe about 1835. These two 
forms of conducting the business 
operate through the same method, 
which is to make mortgage loans and 
then issue their own bonds secured by 
an equal amount of mortgages. 


Mutvat MortGace AssociaTIONs 


General Characteristics.—While there 
are, of course, differences between the 
laws governing mutual mortgage asso- 
ciations at different times and in dif- 
ferent countries, the great majority 
have certain principles in common. 
They are formed with their borrow- 
ers as members, and each member 
is responsible for any loss of the 
association through bad loans; a con- 
dition which acts as a check on the 
committee of members which ap- 
proves applications for loans. They 
began, generally, by making loans, not 
in money, but in bonds of the associa- 
tion, which the borrower then had to 
sell for the best price he could; though, 
as a surplus was accumulated, this 
feature was given up and the loans 
made in cash, the bonds being sold by 
the association. Their loans are long- 
time loans, generally from fifty to 
seventy-five years, with an annual 
payment sufficient to retire the prin- 
cipal of the loan, and with privileges of 
anticipation. The associations are also 
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restricted by law as to the locality in 
which they may make loans, the char- 
acter of the property they may loan 
on and the margin of security they 
must have. 

Central Associations of Northern 
Europe.—A later development in some 
of the countries of Northern Europe 
has been a central association, which 
makes no loans itself but issues bonds 
secured by the less well-known bonds 
of local associations, thus obtaining a 
lower rate of interest through having 
better credit. The mortgage com- 
panies proper are stock companies, 
which are conducted along lines simi- 
lar to the associations and are subject 
to similar legal restrictions. There 
is, of course, no individual responsi- 
bility to make good the losses resulting 
from bad loans, the place of this being 
taken by the capital and surplus of the 
company, and by the limitation by 
law of issues of bonds to a certain 
number of times the capital. 


The Credit Foncier of France 


The Credit Foncier of France, 
founded in 1852, is the largest and 
most widely known of all mortgage 
companies, and the magnitude of its 
operations may be judged by the fact 
that for many years past its outstand- 
ing bonds have amounted to between 
3,000,000,000 and 4,000,000,000 francs, 
while its credit is so good that the 
rate of interest on its bonds had 
dropped some years ago to 2.60 per 
cent, though more recent issues, even 
before the war, were at higher rates. 
There are in France in addition to the 
Credit Foncier, which enjoys special 
privileges from the government, and, 
consequently, has no rivals, only 
small local mutual associations for 
making farm loans in restricted dis- 
tricts. More than two-thirds of the 
mortgage loans of the Credit Foncier 
are on city property, and the remain- 


ing one-third on farms. Although in 
the early years of the company’s 
history a great majority of the 
city loans, in amount, were on 
property in Paris, the loans in other 
French cities have for some years 
past exceeded those in Paris, the 
company thus showing a growing 
tendency to distribute its loans more 
widely. 


Mortgage Companies in Italy, Spain 
and Portugal 


In Italy, Spain and Portugal the 
example of France has been followed, 
and one large company is authorized 
to conduct the business of issuing 
mortgage bonds and is given valu- 
able special privileges. Throughout 
the rest of Continental Europe the 
mortgage business has been developed 
through the dual system of mutual 
associations and stock companies. 
British, French and Dutch companies 
also exist for loaning in North and 
South America, Africa and other parts 
of the world. 


Mortgage Business in England 


An exception to the general preva- 
lence of this system is England, whose 
example has largely influenced the 
United States, though it is doubtful 
if the causes which led to a different 
development of the mortgage business 
there are applicable here. England 
has no mortgage company loaning 
on English property and organized 
on lines similar to those on the con- 
tinent, though English and Scotch 
companies operating in the United 
States, Canada, Australia, Cape Col- 
ony, Natal, Mauritius, Argentina and 
Peru, issue bonds in the same manner 
as the European companies. One of 
the principal reasons is, no doubt, the 
prevalence in England of long-time 
ground leases which do away with 
much of the necessity for mortgages, 
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since instead of owning the fee with 
his own capital and borrowing on 
mortgage for improvements, the ten- 
ant under a long lease puts his own 
capital into the improvements and 
pays an annual ground rent in place 
of interest on a mortgage. Then, 
too, legal restrictions, such as the life- 
estates and entails commonly met with 
in England, are great obstacles to the 
mortgaging of property. And it must 
be remembered, also, that since the 
security in England depended to an 
unusual degree on questions affecting 
legal titles, the mortgage business 
naturally fell largely into the hands of 
lawyers, who still control a great part 
of English mortgage investments. 


Reasons FoR or Morrt- 
GAGE ASSOCIATIONS IN EUROPE 


It is too early yet to measure the 
effect of the war upon the mortgage 
companies of Europe, but it is a strik- 
ing fact that up to the time of the war 
there had never been a failure of a 
European mortgage company or asso- 
ciation, with insignificant exceptions 
due to dishonest management. Such 
long-continued safety and success make 
it interesting to examine the safe- 
guards established by law with a view 
to preventing losses on bad loans. The 
principal of these are four in number, 
and have to do with the class of real 
estate accepted, the percentage of 
value to be loaned, the limitation 
of the volume of bond issues in pro- 
portion to capital, and the requirement 
of annual payments in reduction of the 
principal of loans. While some vari- 
ations are naturally found in differ- 
ent countries, the underlying basis is 
found on examination to be surpris- 
ingly uniform. 


Class of Real Estate Accepted 


Taking up first the class of real es- 
tate accepted, we find that no company 


is allowed to loan on vacant land or 
unproductive property. The restric- 
tion is sometimes expressed in this way: 
“The company shall make loans only 
on property yielding‘a permanent and 
sure income.” Hence, no loans are 
permitted on mines and quarries. To 
these prohibitions the Credit Foncier 
adds theatres, mills and factories, ex- 
cept where valued at what they would 
bring if soid for a different purpose. 
Many other companies prohibit 
loans on factories, and, in addition, 
loans on “uninsured buildings or coun- 
try houses without land.” The same 
principle prohibits loans “on country 
castles or on buildings which cannot be 
rented separately from the estates to 
which they belong,” while in some 
instances a company is only permitted 
to loan “on buildings that have been 
in use for three years.” Undivided 
interests in property are universally 


- excluded as security. 


Limitation of Percentage of Value to be 
Loaned 


The second safeguard is the limita- 
tion of the percentage of value to be 
loaned. With very few exceptions, no 
companies or associations are ever al- 
lowed to loan more than 663 per cent 
of the value of the property, the limi- 
tation being sometimes 663 per cent of 
the value of land and 50 per cent of the 
value of buildings. Many companies 
of Central Europe are limited to 60 
per cent of the value, and some to 50 
per cent, while loans on vineyards and 
forests cannot be made for more than 
334 per cent. 

Turning to other countries, we find 
that the Credit Foncier of France is 
limited to 50 per cent, except on forests 
and vineyards, where the limit is 334 
per cent. In Italy the limit for mort- 


gage companies, originally placed at 50 
per cent, was raised in 1881 to 663 per 
cent. 


In Belgium the associations are 
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limited to 50 per cent, though the 
mortgage companies loan up to 663 
per cent. In Denmark the companies 
are limited to 60 per cent on land and 
50 per cent on buildings, while the as- 
sociations are limited to 50 per cent on 
land and 40 per cent on buildings. In 
Norway the limit is 60 per cent on all 
farm loans and loans in Christiania and 
Bergen, while it is 40 per cent to 50 
per cent in other towns. In Sweden 
the limit is generally 50 per cent, 
though the one mortgage company 
there has been raised to 60 per cent. 
In Argentina and Mexico the limit is 
also 50 per cent. 

These limitations may be compared 
with the limitations imposed by law in 
this country for the mortgage invest- 
ments of trustees and savings banks, 
and those generally adopted by cus- 
tom. In New York State the limit for 
trustees is 663 per cent and for savings 


banks 60 per cent, while, except in a - 


few other large cities, 50 per cent is a 
maximum, and in smaller cities and 
newly developed agricultural districts 
loans are not often made for more than 
40 per cent of the value. It should be 
stated, however, that the delays inci- 
dent to foreclosure are much greater 
here than in Europe, with correspond- 
ingly greater accumulations of delin- 
quent interest, taxes and costs, so that 
our loans are, in fact, for larger per- 
centages than they appear to be. In 
some cases European companies have 
the right to take immediate possession 
after default, the Credit Foncier hav- 
ing to wait but eight days, and the 
Banco Hipotecario of Spain only two 
days. 


Amount of Bonds that May Be Issued 


The third limitation established has 
to do with the amount of bonds which 
may be issued with a given amount of 
capital. The surplus is in all cases 
treated as a separate and special fund, 


and the usual legal requirements are 
that a percentage of the earnings 
amounting to 10 per cent or 20 per cent 
be set aside annually until the surplus 
equals 20 per cent or 25 per cent of the 
capital of the company. The Credit 
Foncier of France is limited in its 
issues to twenty times its capital stock. 
This was, until about twenty years ago, 
the generally recognized limit in Cen- 
tral Europe also, but since then the 
limit has been placed at fifteen times 
the capital. Among companies re- 
stricted to ten times their capital stock 
are the Italian companies under the 
law of 1884, the Swedish Company, 
the Banco Hipotecario of Mexico, and 
the greater number of Dutch mortgage 
companies, though the latter are re- 
stricted to ten times the subscribed 
capital, only a fraction of which is paid 
in. Norway limits the issues of its 
mortgage company to eight times, and 
Denmark its companies to six times 
their capital. The English and Scotch 
companies, which loan only outside of 
Great Britain, follow a different plan 
and usually limit their bond issues to 
an amount equal to their subscribed 
capital, or even to the unpaid portion 
of it. At first thought this would 
appear to be more conservative than 
the continental method of allowing 
issues up to fifteen or twenty times the 
capital, but it may well be doubted 
whether the continental method is not, 
in fact, the safer, since with a large 
volume of business, profits are satis- 
factory from a small difference in inter- 
est rates between the bonds and the 
mortgages securing them, and the 
temptation is removed of taking risky 
loans at higher rates of interest in the 
attempt to earn greater profits through 
a wider margin of difference in rates, 
where the volume of business is small. 
Incidentally, it may be mentioned 
that the Credit Foncier, and the Credit 
Foncier Canadian, are limited by law 
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to a difference in interest rates on their 
loans and their bonds of */, of 1 per 
cent, the Italian companies, and more 
recently the Italian National Bank, to 
45 / 190, and some other European compa- 
nies to 1 per cent, thus recognizing the 
danger of attempting to make large 
profits out of loans at high rates of 
interest. 


Other Safeguards to Securities 


The limitation of the territory in 
which loans may be made, and the gen- 
eral requirement of annual payments 
in reduction of the principal of loans, 
together with a rigid government 
inspection, furnish additional safe- 
guards, as does also the further re- 
quirement that any property taken 
under foreclosure must be promptly 
sold, thus preventing a company from 
speculating for a future possible rise in 
the value of its foreclosed real estate, 
and concealing its losses by carrying 
such foreclosed real estate as an asset at 
cost, regardless of its real depreciation. 


ELEMENTs OF Risk TO BE COVERED IN 
Morrecace Loans 


As has been shown, the companies 
engaged in issuing real estate mortgage 
securities in Europe are now safe- 
guarded by a body of laws which have 
gradually grown up on this subject, and 
by which they are governed in aeccord- 
ance with past experience. In order to 
insure complete safety to investors, 
the business of making mortgages 
and issuing securities against them is 
one which should everywhere be closely 
controlled by law, as may be realized 
from a consideration of the varied ele- 
ments of risk to be guarded against. 
While many of these elements, against 
which the margins on mortgage-loans 
are to guard, are the same in farm loans 
as in city loans, the problems in farm 
loans are on the whole much simpler, 
the quality of the soil, the annual rain- 


fall and transportation facilities being 
the essential elements to be considered. 

In the case of mortgage loans on city 
property, however, the margin to in- 
sure safety must be sufficient to cover 
the following elements of risk: 

(1) Errors of judgment in valuing 
property. 

(2) The lowering of real estate val- 
ues by general commercial and finan- 
cial depressions. 

(3) Loss of value by changes in the 
internal structure of cities. 

(4) Depreciation of buildings. 

(5) Accumulations of delinquent 
interests, taxes and costs during fore- 
closure. 

(6) Loss of value through disposing 
of property at forced sale. 


Errors of Judgment in Valuing 
Property 


We shall consider each of these 
factors in order. 


Since each piece of real estate stands © 


by itself, there can never be a “market 
value” for it in the sense that there is 
for bonds or shares of stock, where each 
sale is representative of the entire issue. 
The valuation of real estate must rest 
on opinion only, and while it may be 
comparatively easy for an expert with 
full information to value real estate 
correctly in an active market, in a 
market where transactions are few the 
difficulty is very great. In order to 
have appraisals of any value, a real 
estate expert must have at his com- 
mand a large fund of information in 
regard to sales of property, rentals of 
property, and the cost of construction 
of buildings, since these are indispen- 
sable to a proper valuation of the real 
estate. It is not always easy to obtain 
information in regard to the considera- 
tion for sales, especially in New York 
City, where the practice is growing of 
setting out a nominal consideration of 
one dollar in deeds conveying property. 
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The insertion in deeds of fictitious con- 
siderations must also be guarded 
against, such considerations being 
sometimes placed at a figure above the 
selling price, in the hope of giving the 
property a fictitiously high value, and 
less frequently at a figure below the 
actual selling price, in the hope of 
obtaining a lower assessment for pur- 
poses of taxation. 

The selling price of property is ordi- 
narily based on the rental of the prop- 
erty, which is the source of its value, 
but this is modified by the prospect of 
the future rental of the property. The 
ordinary method of appraisal of im- 
proved property is to add to the esti- 
mated land value the present cost of 
the buildings, with an allowance for 
age and depreciation. The aggregate 
of these values should always be 
checked wherever possible by capital- 
izing the net rentals of the property, 
after deducting expenses of all kinds, 
to find if the building’s commercial 
value is equal to its structural value. 
Wherever a building is misplaced or 
badly designed, loss of income over a 
period of years is a sure result; and 
examples could be given of many ex- 
pensive buildings, the cost of which has 
been entirely thrown away, as is shown 
by the fact that the net rentals pro- 
duced by them have been less than 
those produced by adjacent properties 
improved with buildings of trifling 
cost. The structural value of the im- 
provements, considered by itself, is 
therefore an entirely unsafe guide in 
such cases. 

On the other hand, to rely on the 
amount of the net rentals without con- 
sidering the proper rate of capitaliza- 
tion would be unsafe, since different 
classes of property are capitalized on a 
different interest basis. For example, 
a retail store property rented on a long 
lease to an entirely responsible tenant 
might be capitalized on a basis of 5 per 


cent net return, while a tenement house 
with a large number of tenants and cor- 
responding vacancies and difficulties of 
collection would be capitalized at a 
considerably higher rate. 


Effect of Commercial and Financial 
Depressions on Real Estate Values 


Mortgage loans ordinarily cover so 
long a term of years that general finan- 
cial and commercial depressions during 
the life of the loans cannot be foreseen, 
and loans should have margin enough 
to cover shrinkage of value due to this 
cause. A period of general industrial 
depression has a powerfully depressing 
effect on real estate, but this effect 
varies greatly on different classes of 
property. When a mortgage loan is 
made for a term of years, if the bor- 
rower pays his interest and complies 
with the covenants of the mortgage in 
regard to taxes, insurance, etc., the 
principal of the loan cannot be called, 
nor can additional security be called 
for, no matter what the decline in the 
value of the property mortgaged may 
be. A great distinction is thus appar- 
ent between mortgage loans and ordi- 
nary bank loans; and when a loan is 
made for the usual term of five years, 
it should be borne in mind that the 
property, to furnish adequate security, 
should at all times during the five-year 
period show a comfortable margin 
above the amount of the loan. We 
are familiar with the recurrence of 
panics every twenty years with inter- 
mediate depressions of less violence at 
ten-year periods. 

The effect on real estate of these 
greater and lesser panics is, however, 
not directly commensurate with the 
financial and commercial disturbance 
which they cause. A reason for this is 
probably to be found in the fact that 
the growth of population in American 
cities has been, ever since the founda- 
tion of our government, conspicuously 
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greater in the alternate decades coin- 
ciding with the lesser or intermediate 
panics. The effect of this has been to 
offset the effect of intermediate depres- 
sions, as far as city real estate is con- 
cerned, because the abnormal growth of 
city population has coincided with that 
general period, while the relatively slow 
growth of cities during the decades 
coincident with the greater panics 
aggravates the depression of real 
estate following these panics. 

During the period of depression fol- 
lowing a great panic, individuals of 
every community are forced to restrict 
their expenditures to the most neces- 
sary objects, and the result of this is 
that the classes of property within a 
city which maintain their value best 
are the two indispensable classes of 
ordinary business and ordinary resi- 
dence. All. properties devoted to 
special uses, such as theatres, clubs, 
hotels, churches, etec., as well as fac- 
tories and warehouses especially suit- 
able to a single line of business, suffer 
severely. During such a period, also, 
all properties which, on account of 
the growth or movement of a city, 
have a value based on expectations of 
higher rentals in the future are greatly 
depreciated, since the element of value 
based on future expectations is largely 
eliminated. This depreciation applies 
especially to suburban land, or that at 
the circumference of a city which is 
just coming into use, and is aggravated 
if the growth of a section has been arti- 
ficially stimulated by capitalistic influ- 
ences. The difficulty of valuing prop- 
erty during a period of depression is 
greatly increased just at the time when, 
through falling rentals and values, it is 
most necessary to be careful in making 
mortgage loans. This arises partly 
because the number of real estate 
transactions is greatly reduced and 


‘information from this source is thus 


largely cut off, since no property owner 


will sell under such conditions except 
through necessity; and also because of 
the difficulty of forecasting future 
rentals where vacancies exist, it being 
a hard matter to judge whether these 
are to be temporary or long-continued. 
To avoid the difficulty which arises 
from a lack of information about sales, 
the most feasible method is to prepare a 
scale of relative values for a city, so that 
a few real estate transactions in differ- 
ent localities will tend to show a drift 
of values, just as an inspection of the 
daily fluctuations of a half dozen 
prominent stocks tends to show the 
drift of fluctuations for the whole list 
of securities. 

A further effect of a depression of 
values on different kinds of property, 
not usually given sufficient considera- 
tion, is the great difference which a 
reduction in the gross rentals of prop- 
erty makes in the net rentals, where the 
expenses of the property are heavy, as 
contrasted with the slight effect which 
such a drop in gross rentals has where 
the expenses of a property are light. 
This is readily shown by contrasting a 
modern office building, which normally 
has expenses amounting to about 50 
per cent of its gross rentals, these 
expenses including not only taxes and 
insurance but heat, light, elevator 
service, janitor service, etc., with a 
store building of moderate height where 
the expenses do not amount to over 15 
per cent of the gross rentals, the owner 
having no expenses except taxes and 
insurance. If we assume a drop in 
gross rentals amounting to 30 per cent, 
the drop in net rentals of the office 
building will be 60 per cent, while the 
drop in net rentals of the store building 
amounts to only about 35 per cent. 
Since values follow rentals, the stability 
of value of a property that is less expen- 
sive to operate tends always to be 
greater than that of a_ property 
which is more expensive to operate. 
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Careful lenders-are, therefore, disposed 
to exercise the utmost caution in loan- 
ing on large buildings, such as office 
buildings, hotels and apartments, the 
expenses of which are heavy. 


Loss of Value through Changes in the 
Internal Structure of a City 


There is always going on in a city a 
movement of the retail stores in the 
direction of the best residence district, 
this being an effort on the part of the 
storekeepers to approach as closely as 
possible to their customers. As this 
district moves forward it leaves a 
vacuum behind it, which is filled later 
by wholesale dealers or is used for 
other purposes which are inferior from 
a rental standpoint. Unless the growth 
of a city is so rapid as to make its whole- 
sale property worth as much as retail 
property was a few years before, there 
will be an actual drop in the value of 
the property so replaced by wholesale. 
Where there has been a change of axis 
of the main retail business streets of 
a city, there has always occurred a 
shrinkage of the values created by an 
anticipated growth of the business 
district in the line of its original direc- 
tion. Many examples are to be found 
in American cities of the best retail 
business streets being parallel to a lake 
or river front during the growth ofa city 
up to a population of perhaps 50,000, 
while, after that point in population 
has been passed, the concentration of 
the best residence district at a distance 
from the water front has drawn busi- 
ness out towards this residence district, 
on lines at right angles to the water 
front and to the original business 
streets. 

As regards wholesale and warehouse 
property, the chief danger to be 
guarded against arises through changes 
in the location of transportation termi- 
nals. The natural tendency of whole- 
sale property is to place itself between 


its transportation facilities and the best 
retail business district, so that it may 
at the same time be able to handle its 
goods cheaply and yet be in a location 
convenient for its customers. Where 
the wholesale business of a city grew 
up through river transportation, it is 
noticeable that of late years the pre- 
dominance of railroads has been so 
great as to withdraw wholesale busi- 
ness very largely from locations occu- 
pied by it for half a century, with an 
increase of value near the railroad 
terminals and a corresponding decrease 
of value near the wharves. 

In the case of residence property, 
purely social reasons are the predomi- 
nant ones in establishing high values, 
and property of this character is for 
this reason liable to depreciation 
through changes of fashion. Changes 
of transportation are also of great 
importance in determining residence 
values, improvements in street-car 
facilities and the general use of auto- 
mobiles enabling people of a good 
social class to live at greater distances 
from the business center of a city and 
among pleasant surroundings. The 
effect of this has been to equalize the 
value of residence property which 
is close to business property, while 
rapidly enhancing the value of well- 
located property further out. Well- 
developed residence districts at a 
distance from the business center of a 
city have an element of stability in the 
fact that they are less likely than those 
closer to the business center to be 
injured by the encroachment of nui- 
sances. In the term “nuisances” may 
be included buildings for every kind of 
utility except residence, since homo- 
geneity is necessary to the maintenance 
of value in a residence district. 


Depreciation of Buildings 


Mortgage loans are usually made for 
a long enough term to have the im- 
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provements lose appreciably in value 
from age and usage during the life of a 
loan, except in cases of the most expen- 
sive construction. The loss through 
depreciation where a building is kept 
in good repair is estimated at 4 per 
cent a year for the highest type of fire- 
proof construction, and increases for 
different classes of buildings to a maxi- 
mum of 5 per cent a year for cheaply 
constructed workingmen’s cottages. 
If improvements are not kept in good 
repair—and it is practically impossible 
for the mortgagee to compel repairs 
to be made—the further depreciation 
from this cause must be added. 

In addition to the depreciation of 
buildings through age and usage there 
frequently occurs a further and more 
serious depreciation due to changes in 
style or new methods of construction, 
or to a change of utility in the location. 
An example of such a change in style in 
detached residences has been the aban- 
donment of the mansard roof, once 
popular throughout the United States, 
with the result that residences built 
in this style of architecture depreci- 
ated heavily in value, regardless of the 
soundness of their structural condition. 
Other changes in fashion affecting 
residence values are the abandonment 
of narrow hallways and of stained glass 
and other exterior ornamentation, 
together with the addition of newer 
and better methods of heating and 
lighting houses. 

As regards business property, the 
erection of modern fireproof buildings 
frequently takes away a large part of 
the value of the older buildings with 
which they compete; and the failure of 
architects formerly to plan their store 
buildings with the ground floor front- 
age all open for the display of goods, 
has greatly depreciated the value of 
older buildings, or has led to their 
reconstruction along modern lines at 


great expense. 


A further element of depreciation 
comes when there is a change of utility 
in the location. If a residence property 
has become suitable only for business, 
the value of the improvements disap- 
pears entirely, and the same is true of 
any such change of utility, subject of 
course to the possibility of saving a 
portion of the value of existing im- 
provements through their reconstruc- 
tion for a new purpose. 


Accumulations Pending and During 
Foreclosure 


The amount loaned on property, 
practically speaking, is not the face of 
the loan, but the amount of the debt 
with all its accumulations at the time 
of realizing on the property which has 
secured the debt. These accumula- 
tions are usually made up of delinquent 
interest, delinquent taxes (with penal- 
ties and a high rate of interest), delin- 
quent street improvement taxes (with 
penalties), court costs, attorneys’ fees, 
repairs after obtaining the property, 
and a real estate commission for selling, 
which varies from a little over 1 per 
cent in New York up to 5 per cent in 
smaller communities. In addition to 
these, there is a total or partial loss of 
interest from the time of commencing 
suit until the property is finally sold. 
In the aggregate these accumulations 
vary from 10 per cent of the face of a 
loan to a maximum of 40 per cent in 
cases of small loans where the laws are 
unfavorable to lenders. 

These variations in the amount of 
the accumulations attract attention to 
a comparison of the laws of the various 
states in regard to mortgage loans. 
One of the commonest provisions in 
Western states, and one which adds 
largely to the accumulation, is the 
provision of law granting to the mort- 
gagor a period after judgment of fore- 
closure within which he may redeem 


the property by paying to the judg- 
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ment creditor the amount of the judg- 
ment with interest. This provision 
seems to have come into existence in 
states where mortgage loans on agricul- 
tural property predominated, with a 
view to avoiding the serious effect on 
farmers of a single crop failure; and 
since such laws must be uniform in 
their operation they apply to loans on 
city property as well. This period of 
redemption varies from nine months in 
Nebraska, and a year in most of the 
Rocky Mountain and Pacific Coast 
States, to eighteen months in Kansas 
and two years in Alabama. The effect 
of this law is to prevent outside invest- 
ors from buying at foreclosure sales, 
since they cannot be sure that the 
property will not be redeemed by the 
mortgagor by payment of the judg- 
ment and interest; and it also prevents 
a mortgagee, during the period of re- 
demption, from improving property 
and obtaining larger rentals, for the 
same reason. Where, as in a few of the 
Middle Western States, the mortgagor 
remains in possession during the period 
of redemption, the accumulation is 
much greater, since during this period 
the mortgagee is entitled to no rental 
return at all, and a further action at 
law may become necessary to obtain 
possession. Other legal features which 
affect the amount of the accumulations 
are those which permit interest to be 
compounded, which permit penalty 
rates of interest, both on delinquent 
principal and interest, and large con- 
tractual attorneys’ fees. Obviously 
the element of time is the principal one, 
and, where a mortgage may be fore- 
closed and the property obtained in 
a short time, the accumulations will 
be small. In this respect the laws 
prevailing in the Southern States ap- 
pear to be more favorable to lenders 
than those in any other part of the 
United States. 


Loss of Value through Forced Sale 


Though properties seldom have to be 
bought by the mortgagee at foreclosure 
sales in Europe, it is still the common 
rule in the United States, largely owing 
to defects in our mortgage laws. As 
has been pointed out, the time neces- 
sary to obtain title or sell the property 
at foreclosure sale in Europe is, gener- 
ally, very much less than it is anywhere 
in the United States, and is generally 
less in the Eastern and Southern 
States than in the Western. Is it usu- 
ally in the largest cities only, however, 
that there is any speculative market 
furnishing a demand for properties of 
all kinds, at all times, at a reduction in 
price from the normal value. Outside 
of New York City there is practically 
no auction market for real estate, and 
in most, though not all, of the smaller 
cities, properties are sold generally to 
those who intend to use them person- 
ally. Where, therefore, a quick sale 
is desired, a surprising difference will be 
found in different communities and on 
various classes of property; some cities 
having an active market which will 
absorb any good property offered at a 
price within perhaps 5 per cent to 10 
per cent of its full value, while in other 
cities it is difficult to obtain within 25 
per cent of the full value obtainable 
under favorable circumstances. 


Security or Estate MortGace 
Bonps 1n THE UNITED States 


These varied elements against which 
the margins on real estate are to guard, 
and with respect to which the Euro- 
pean laws compel certain safeguards, 
can be equally guarded against by the 
mortgage bond companies in_ the 
United States, by the incorporation, in 
the trust agreement between the issu- 
ing company and the trustee for the 
bondholders, of covenants respecting 
the character of the mortgages to be 
deposited, the specific performance of 
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which may be compelled by a suit in 
equity, in addition to rendering the 
company liable at law for any breach. 
This feature of the security for real 
estate mortgage bonds is so vital that 
it may be well to quote in full from the 
trust agreement of an American mort- 
gage bond company the article bearing 
on the mortgages which may be de- 
posited: 


1. That each and every mortgage, which it 
shall at any time assign to and deposit with the 
trustee under this agreement, shall be a first lien 
upon improved real estate in a city situated in 
the United States of America, having a popula- 
tion of not less than 40,000, for an amount not 
exceeding one half of the value of the mortgaged 
property as appraised for the company, except 
that in cities having a population of not less than 
300,000 such mortgage may be for an amount 
not exceeding three-fifths of the value of the 
mortgaged property as appraised for the com- 
pany, and that within the political boundaries of 
New York City such mortgage may be for an 
amount not exceeding two-thirds of the value of 
the mortgaged property as appraised for the 
company. The term “city” is used througholtit 
this instrument in the economic sense, to desig- 
nate an urban community, and without reference 
- to its political boundaries. 

2. That it will not assign to and deposit with 
the trustee under this agreement any mortgage 
on a single building which shall exceed an amount 
equal to $2 for each inhabitant of the city in 
which the property is located. 

3. That the aggregate unpaid principal amount 
of all mortgages forming portion of the trust 
fund upon property in any one city will not 
exceed in amount $2 for each inhabitant of such 
city per $1,000,000 of the company’s bonds 
issued and outstanding and secured by this 
agreement. 

4. That the aggregate unpaid principal amount 
of all mortgages forming portion of the trust 
fund upon property in any one city shall not 
exceed in amount 20 per cent of the total amount 
of the company’s bonds issued and outstanding, 
unless such mortgages are upon property situ- 
ated within the political boundaries of New 
York City. 

5. That the aggregate unpaid principal of all 
mortgages forming portion of the trust fund 
upon properly in any city of from 40,000 to 
70,000 inhabitants shall not exceed a total of 
$40 per inhabitant, and in cities of from 70,000 
to 100,000 inhabitants shall not exceed a total 
of $50 per inhabitant. 


6. That no single bond or mortgage shall be 
assigned to and deposited with the trustee under 
this agreement which shall exceed in principal 
amount 10 per cent of the capital and surplus 
of the company then outstanding. 

7. That the appraised value taken as a basis 
for the mortgage loans is not to exceed the selling 
value determined by the company by careful 
investigation. In arriving at this value only the 
established utility of the property and the earn- 
ing power under systematic management will be 
considered. 

8. That such appraised value of properties, 
securing bonds and mortgages assigned to and 
deposited with the trustee under this agreement, 
shall be in all cases based on two appraisals, one 
of which shall be made by the company’s ap- 
praiser in the city where the property is located, 
and the other shall be made by a representative 
of the company in the home office, who shall have 
personal knowledge of values in all the cities in 
which he makes appraisals. From time to time 
the board of directors shall issue instructions to 
the appraisers touching the methods to be em- 
ployed in fixing the value of properties on which 
loans are to be made. No mortgage shall be 
assigned to and deposited with the trustee unless 
it has been approved by the executive committee 
of the company. In case any mortgage amounts 
to $100,000 or over, a third appraisal shall be 
obtained, made by an additional appraiser 
selected by the company. 

9. That the bonds and mortgages which it 
shall assign to and deposit with the trustee under 
this agreement shall in no case be secured by 
farm property, unimproved property, undivided 
interests in property representing less than the 
entire ownership of the property, leaseholds, or 
by churches, factories, clubs or theatres. 

10. That mortgages on new buildings which 
are not completed and productive must not form 
more than one-tenth of the total of mortgages 
assigned to and deposited with the trustees under 
this agreement. No building loans shall be made 
in New York City without a guarantee, either 
of the completion of the building or of the re- 
purchase of the mortgage by a corporation in 
good standing competent to take such a con- 
tract, nor in other cities without retaining at all 
times from the moneys to be advanced upon the 
mortgage an amount which the company shall 
deem sufficient to entirely complete the building 
according to the plans and specifications. 

11. That no real estate shall be acquired 
except to avoid losses under foreclosure, or to 
provide offices for the company’s own use. All 
real estate acquired under foreclosure shall be 
promptly sold. 

12. That fire insurance policies to an amount 
which the company shall deem sufficient to pro- 
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tect the mortgage in fire insurance companies in 
good standing shall be obtained by the company 
and deposited with the trustee. 

13. That the time within which an action 
hereunder or upon any of the coupons or bonds 
of the company may be commenced shall be 
that now established by the laws of the State of 
New York, namely, twenty years from accrual 
of such right of action. 

14. That so long as any of the company’s 
bonds shall be outstanding, the company agrees 
that it shall have an annual audit of its books by 
independent auditors or chartered accountants, 
to be designated from time to time by the execu- 
tive committee of the company. 

15. That it will from time to time duly pay 
and discharge all taxes, assessments and govern- 
mental charges lawfully imposed upon the trust 
fund, or upon any part thereof, and all taxes, 
assessments and governmental charges lawfully 
imposed upon the interest of the trustee therein; 
provided, however, that the company shall not 
be required to pay any such tax, assessment or 
governmental charge so long as it shall, in good 
faith, by appropriate legal proceedings contest 


‘the validity thereof. 


16. That it will do, execute, acknowledge 
and deliver, or cause to be done, executed, 
acknowledged and delivered, all and every such 
further acts, deeds, transfers and assurances for 
the better assuring, assigning and confirming unto 
the trustee each and every bond and mortgage 
which shall at any time be assigned to and 
deposited with the trustee or intended so to be, as 
portion of the trust fund, as the trustee shall 
reasonably require for better accomplishing the 
provisions and purposes of this agreement, and 
for better securing the payment of the principal 
and interest of the bonds issued and outstanding 
hereunder. 

17. That it will not do or perform, nor vol- 
untarily permit to be done or performed, any 
act or thing by which the security of this agree- 
ment and the assignment and deposit of the 
bonds and mortgages, which shall from time to 
time form portion of the trust fund, can be in 
any way or manner impeached or impaired. 

18. That it will well and truly at all times 
fully inform the trustee in writing, with respect 
to all payments of principal received by the 
company from or with respect to any bond and 
mortgage assigned and deposited hereunder, and 
will give the trustee such additional information 
touching any of such bonds and mortgages, or 
the property covered thereby, as the trustee may 
reasonably require from time to time. 


It may be observed that, in addition 
to the European requirements, this 
company has obligated itself so to 


scatter its investments as to introduce 
an element of insurance against loss 
through depreciation due to a possible 
decline of prosperity of any single com- 
munity, and, also, that there are impor- 
tant limitations in regard to the size of 
loans in proportion to the size of the 
city. In the United States a number 
of companies are now engaged in issu- 
ing real estate mortgage bonds. In 
some cases these bonds are issued by 
trust companies, and in other cases by 
mortgage bond companies especially 
formed for conducting the mortgage 
business in the European way. 


Rates of Interest 


As to the rates of interest which 
may be obtained on real estate mort- 
gage bonds, these vary with the 
changes in interest rates on other 
classes of high grade securities, but in 
a general way it may be said that, in 
the United States where mortgage 
bonds are as yet a somewhat new type 
of security, these rates are slightly 
higher than rates on strictly first-class 
railroad or public service bonds, while 
in Europe the rates on mortgage 
bonds are ordinarily slightly lower 
than on the same class of railroad and 
other bonds. 

Allowing for the company’s profit, 
borrowers in Europe, prior to the war, 
usually paid from 3} per cent to 5 per 
cent interest on their loans, or an 
average of somewhat less than 5 per 
cent with the annual amortization 
payment included, provided they had 
good security to offer. The saving in 
interest to borrowers can be appreci- 
ated when we recall that rates in foreign 
countries ranged from 7 per cent to 12 
per cent just prior to the organization 
of the mortgage business in those coun- 
tries, and private lenders today com- 
monly obtain considerably higher rates 
of interest that are charged by the 


mortgage companies, 
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General Stability during Periods of 
Depression 


In times of war mortgage bonds 
have been found to be more stable in 
value than any other class of security, 
even government bonds. In times of 
commercial panics, too, it is observed 
that these bonds actually rise in value, 
the exception being that in the period 
of inflation preceding a panic they are 
largely sold in favor of more specula- 
tive investments, while after a panic 
there is a desire to invest again in the 
safer securities. 


Convertibility of Investment 


The great advantage of the system 
of issuing bonds which are secured by 
mortgages, lies in the convertibility 
which it gives to mortgage invest- 
ments. These bonds are quoted and 
dealt in on all the principal European 
bourses, and their quotations regularly 
reported in the leading financial papers. 


Advantage to the Investor of Mortgage 
Companies 

Looking at the whole matter from 
the economie point of view, it appears 
that the charge of the companies is 
small for the services rendered. For 
this difference in interest rate of about 
} of 1 per cent between the bonds and 
the mortgages securing them, the 
investor obtains safety for his prin- 
cipal and interest, promptness in 
receiving payment, avoids loss of inter- 
est between investments, and can 
invest any amount he may wish at any 
time. In contrast with the ordinary 
mortgage loan, no inspection or ap- 
praisal of the property mortgaged is 
necessary, and the care of looking after 
fire insurance policies, taxes and assess- 
ments and other matters, is done away 
with; in addition to which, his invest- 
ment is readily convertible. The bor- 
rower gains in having the business 
conducted by mortgage companies, 


because of their large resources and 
the promptness with which they can act 
on applications for loans, together with 
low rates of interest and liberal terms 
of partial or total prepayment; and, 
further, through the skill and experi- 
ence of the companies in avoiding poor 
loans, owners of real estate are deterred 
from the waste of badly planned or 
located buildings, and an economic 
saving of real value is effected. 


Advantages of Real Estate Mortgage 
Bonds 


In comparing real estate mortgage 
bonds with other classes of bonds, there 
are only two such classes at all com- 
parable in point of safety, namely, 
municipal and railroad bonds. Un- 
doubtedly one of the principal advan- 
tages which real estate has over other 
forms of security rests in the diversity 
of its usage. The advantage which 
railroads enjoy over industrials, in the 
lower rate of capitalization of their 
obligations, is largely due to the fact 
that while any one industry is subject 
to wide fluctuations in its profits, a 
railroad, which depends ordinarily on 
diversified industries, is only affected 
in a small degree by the failure of a 
few of the industries upon which it de- 
pends. Real estate, of a character 
suitable for mortgage security, enjoys 
the same advantage, since its value 
does not depend upon the success of 
any one tenant or form of business; 
and it has the further element of sta- 
bility, as compared with railroad and 
public service securities, of being 
purely private property, and as such 
not subject to the governmental regu- 
lation which is lawful in the case 
of quasi-public corporations. Advan- 
tages which real estate bonds possess 
over municipal bonds in the United 
States consist of a higher rate of inter- 
est, and the existence of tangible secu- 
rity supporting the promise to pay. 
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Advantages which they possess over 
railroad bonds consist of the safety af- 
forded by the fact that the real estate 
securing each mortgage is worth from 
50 per cent to 200 per cent more than 
the amount of the mortgage, while 
many, if not most, of the newer rail- 
roads are bonded for their full cost of 
construction, their only margin of 
safety consisting of a capitalization of 
their possible excess earning power; 
and, also, of the fact that the capital 


stock of the issuing mortgage company, 
paid in cash, is pledged to make good 
any losses occurring through the 
mortgages. 

In conclusion, it may be stated that 
where real estate bonds are properly 
safeguarded by law they furnish an 
attractive security of a high type, by 
combining absolute safety of the prin- 
cipal with a satisfactory rate of inter- 
est and easy convertibility. 
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Farm Loan Bonds Under the Rural Credits Act 


By Ricuarp S. Sroy.e 
Instructor in Finance, Wharton School, University of Pennsylvania 


Lonc-Time MortGace Bonps 
ONDS secured by pledging with a 
trustee, mortgages payable over 
a long period of time in equal annual or 
semi-annual installments, are growing 
infavor. They are comparatively new 
in this country, but have been common 
in Europe for over a hundred years. 
Bonds issued by the federal land banks 
and joint stock land banks under the 
Rural Credits Act of June 16, 1917 
are bonds of this type. The amortiza- 
tion or repayment of mortgage loans 
by annual or semi-annual installments 
over a long period of time has not been 
applied to loans on city property to any 
extent in this country, although the 
building association plan of small 
monthly payments on the shares of 
stock in the association, belonging to 
the borrower, who must also be a 
stockholder, resembles the plan of 
amortization by equal annual or semi- 
annual installments. The monthly 
payments on the shares may be applied 
by either the association or the bor- 
rower in payment of the mortgage 
loan. 

Bonds of this type are almost in- 
variably secured by farm mortgages 
and are issued by corporations and 
individuals loaning on farm mortgages 
as well as by federal land banks and 
joint stock land banks, under the Rural 
Credits Act. 

Where the bonds are issued by cor- 
porations or individuals, the mortgages 
are pledged with a trustee as collateral, 
and the annual or semi-annual pay- 
ments are apportioned to principal 
and interest in accordance with a plan 
or table of amortization, covering the 
amount of the loan and the number of 
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years selected by the borrower for the 
repayment of the entire principal with 
interest. The greater the number of 
years, the smaller the annual or semi- 
annual payments, and the amount of 
the periodic payments applicable to 
payment of interest on the loan grows 
constantly less. The principal paid 
off is usually reinvested in mortgage 
loans and the mortgages pledged as 
collateral with the trustee, in order 
that the value of the collateral in the 
hands of the trustee shall always be 
equal to the amount of the bonds 
outstanding. 


Amount or Farm Loan Bonps 
The bulk of the bonds of this type, 


however, in this country are farm 
loan bonds issued by federal land banks 
and joint stock land banks. The con- 
solidated statement of the condition of 
the twelve federal land banks at the 
close of business on November 30, 
1919, shows that the amount of farm 
loan bonds authorized was $286,100,- 
000 and the consolidated statement of 
the condition of the thirty joint stock 
land banks in this country at the close 
of business on November 30, 1919, 
shows that the amount of farm loan 
bonds authorized was $56,135,000. 
These amounts are being constantly 
increased by new issues approved by 
the federal farm loan board. 


Tue Rurat Crepits Act 
Regulation of Issues 


The act of June 16, 1917 known as 
the Rural Credits Act, throws every 
possible safeguard around farm loan 
bonds issued by the federal land banks 
and joint stock land banks. The gov- 
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ernment farm loan system, inaugurated 
by the act, is built around two types 
of land banks, federal land banks and 
joint stock land banks, both under 
the supervision of the federal farm loan 
board. This board consists of five 
members, including the Secretary of 
the Treasury and four members ap- 
pointed by the President. It has the 
power to appoint the farm loan regis- 
trars for each district, land bank ap- 
praisers and land bank examiners, and 
may grant or reject the application 
of a federal land bank or joint stock 
land bank for leave to issue bonds. 


Federal Farm Loan Districts 


As required by the act, the federal 
farm loan board has divided the 
continental United States, excluding 
Alaska, into twelve districts and fed- 
eral land banks have been incorporated 
and have commenced business in each 
district. The federal land bank in 
each district is required to include in 
its title the name of the city in which 
it is located. Federal land banks are 
now operating in Springfield, Mass., 
Baltimore, Md., Columbia, S. C., 
Louisville, Ky., New Orleans, La., 
Omaha, Neb., Wichita, Kans., Houston, 
Tex., Berkeley, Cal., Spokane, Wash., 
St. Paul, Minn. and St. Louis, Mo. 

Minimum Capital 

Each federal land bank is a federal 
corporation and must have a minimum 
capital of $750,000 divided into shares 
of $5 each. The shares may be owned 
by individuals, firms, corporations or 
by the government of any state or of 
the United States. The United States 
government, however, receives no divi- 
dends on its stock, as the government 
subscription was primarily to insure 
the formation of a federal land bank 
in each district. 

The act provides that after the sub- 
scriptions to the capital stock of any 


federal land bank by national farm 
loan associations shall amount to 
$750,000 the bank shall apply 25 per 
cent of all future subscriptions to the 
capital stock, to the retirement of the 
original capital at par. It is un- 
doubtedly intended that national farm 
loan associations shall eventually be 
the only stockholders of federal land 
banks. Only stock held by the gov- 
ernment and by national farm loan 
associations has voting rights. 


Federal Land Bank Reserves 


Federal land banks and joint stock 
land banks are both required to build 
up reserves by carrying to a reserve 
account 25 per cent of net earnings 
until the account shows a credit bal- 
ance equal to 20 per cent of the out- 
standing capital, and such balance 
must be restored, in case of impair- 
ment, before any dividends can be paid. 
After this reserve has reached the sum 
of 20 per cent of the outstanding 
capital, then 5 per cent of net earnings 
must annually be added to it. This is 
a wise and conservative provision of 
the act and it protects the bondholder, 
for it is further provided that, in case 
of default, for a period of two years, in 
payment of interest, amortization in- 
stallments or principal on any loan 
made by a federal land bank or joint 
stock land bank, the amount so de- 
faulted shall be debited to this reserve 
account. While the care taken in plac- 
ing loans makes it practically certain 
that such arrearages will be recovered 
in foreclosure proceedings, the proviso 
that the amount defaulted shall be 
debited to the reserve account keeps 
the collateral intact in the hands of the 
registrar. There is no provision in 
the act for double liability of stock- 
holders of federal land banks, although 
this double liability is imposed on 
stockholders of national farm loan 
associations. 
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Appraisal of Security Offered by the 
Farmer 
The most striking provision of the 
act is the extreme care taken to in- 
sure an accurate appraisal of the farm- 
ers land and buildings offered as 
security for the loan to the farmer, and 
to obtain the benefit of local knowledge 
as to the moral hazard. 


How Loans Are Mapes sy FEeperau 
Lanp Banks 


Loans can be made by federal land 
banks only through national farm loan 
associations, consisting of ten or more 
farmers who are also borrowers or in- 
tending borrowers and, in districts 
where national farm loan associations 
have not been organized, through 
agents. Such agents must be banks, 
trust companies, savings banks or mort- 
gage companies, chartered in the state 
where their principal offices are located. 
The agent must endorse loans made 
through it by the federal land bank and 
loans from an agent can not exceed 
ten times its capital and surplus. 


Limitations on Use of Money Borrowed 


Loans to farmers can only be made 
to the extent of 50 per cent of the ap- 
praised value of the land and 20 per 
cent of the permanent insured improve- 
ments on the land offered for security, 
and the uses to which the farmer may 
apply the proceeds of his loan are 
limited by the act and clearly set forth 
therein. 

The secretary of the national farm 
loan association is required to inform 
the federal land bank loaning the 
money of any failure on the part of the 
borrower to properly apply the pro- 
ceeds of his loan. Under the act, loans 
may be made to farmers (a) to provide 
for the purchase of land for agricultural 
uses, (b) to provide for the purchase of 
equipment, fertilizers and live stock 
necessary for the proper and reasonable 


operation of the mortgaged farm, (ce) to 
provide buildings and for the improve- 
ment of farm lands and (d) to liquidate 
indebtedness. The use of the money 
borrowed from a federal land bank, on 
farm mortgage, under the act, for any 
other purpose or purposes constitutes a 
breach of covenant, for which the bank 
may demand payment of the loan and 
in event of non-compliance with the 
demand, institute foreclosure proceed- 
ings. The purpose sought to be accom- 
plished by the farmers of the act in 
making the national farm loan associa- 
tions a part of the system, was, clearly, 
to obtain for the federal land bank the 
benefit of local knowledge as to the 
character of the borrower, the value 
and condition of the farm to be mort- 
gaged and local conditions affecting the 
loan. 


NatTionaL Farm Loan ASSOCIATIONS 


The national farm loan associations 
are corporations, in many respects very 
similar to the building and loan asso- 
ciation well known in the larger east- 
ern cities, with a board of directors 
empowered to elect a president, vice- 
president and a loan committee of 
three members. The board of directors 
also chooses a secretary-treasurer and 
fixes his compensation. The secretary- 
treasurer need not necessarily be a 
member of the association, however. 
The secretary-treasurer must collect, 
receipt for and transmit to the federal 
land bank making the loan, payments 
of interest, amortization installments 
or principal arising out of loans made 
through the association and must re- 
port to the bank any failure on the 
part of the borrower to comply with the 
terms of his application or mortgage. 


Membership of a Farm Loan Association 


Every member of a national farm 
loan association must be a borrower 
and he must subscribe to shares of the 
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association of the par value of $5, to 
the extent of 5 per cent of the amount 
of his loan, although the purchase price 
for his shares may be included in the 
loan if this does not increase the loan 
beyond the limits laid down in the act. 
A member’s shares are held by the 
association as collateral for his loan 
but the member receives the dividends 
and when the loan is paid off the shares 
are paid off and retired at par. 


Double Liability of Shareholders 


Shareholders of every national farm 
loan association are personally liable 
for its debts to the extent of the stock 
severally held, in addition to the 
amount paid in and represented by 
their shares. This is the double liabil- 
ity so familiar in the case of sharehold- 
ers in national banks. This double 
liability extends to all obligations of 
the association and it is therefore 
applicable to mortgages given by mem- 
bers of the association. The mortgages 
given by members of the association to 
the federal land bank making the loan 
are endorsed by the association, the 
association, thus making itself liable 
for any deficiency in case of foreclosure. 


Amount of Reserve Required 


National farm loan associations are 
required to accumulate a reserve equal 
to 20 per cent of their outstanding 
capital account, by carrying to a re- 
serve account each year, a sum not 
less than 10 per cent of its net earnings. 
After a reserve of 20 per cent is accu- 
mulated, then 2 per cent of net earnings 
is to be added to the reserve annually. 
Whenever the reserve is impaired the 
credit balance of 20 per cent shall be 
fully restored before any dividends are 
paid. In case of the voluntary liqui- 
dation of a national farm loan associa- 
tion, a sum equal to its reserve account 
must be paid to and become the prop- 
erty of the federal land bank in which 


The 
reserve, therefore, is an additional safe- 
guard for the loans made by a federal 
land bank to members of national farm 
loan associations. 


the association is a shareholder. 


First Mortgage Loans 


Loans are made by federal land 
banks only on first mortgages and the 
loan committee of the national farm 
loan association, when the loan is 
made through the association, must 
first report favorably on the loan before 
the federal land bank will refer it to 
one or more of the appraisers appointed 
by the federal farm loan board. The 
appraiser must make a written report 
favorable to the loan before the loan 
can be made by the bank. 

A national farm loan association 
borrowing for a member from a federal 
land bank must subscribe for capital 
stock of the bank to the amount of 5 
per cent of such loan. The stock, how- 
ever, is held by the bank as collateral 
security for the payment of the loan, 
the association receiving the dividends. 
When the loan is paid off the stock is 
cancelled. 


Earnings of Farm Loan Associations 


As dividends paid by the federal 
land banks are the only source of earn- 
ings for national farm loan associations, 
fairness to borrowers requires that 
dividends shall be paid. If the bor- 
rower includes the amount necessary 
to pay for his association stock in his 
loan, he would actually receive on a 
loan of $1,000, only $950, for which he 
would pay at the rate of 5} per cent 
on the whole thousand dollars or a rate 
of over 5.7 per cent, if he receives no 
dividend on his stock in the national 
farm loan association. If he receives a 
dividend of 6 per cent on his stock, 
however, the interest rate on his loan 
is reduced to a little less than 5} per 
cent. Dividends at the rate of 6 per 
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cent have already been paid by six of 
the federal land banks and more will 
be added to the list within a short time. 
Borrowers through an approved agent 
of a federal land bank must subscribe 
for capital stock of the bank making 
the loan, to the extent of 5 per cent of 
the amount of their loan. 


Amortization Plan for Repayment of 
n 


The act provides, “that every mort- 
gage must contain an agreement pro- 
viding for repayment of the loan on an 
amortization plan by means of a fixed 
number of annual or semi-annual in- 
stallments, sufficient to cover, first, a 
charge on the loan, at a rate not ex- 
ceeding the interest rate in the last 
series of farm loan bonds issued by 
the land bank making the loan; second, 
a charge for administration and profits, 
at a rate not exceeding 1 per cent per 
annum on the unpaid principal, said 
two rates combined constituting the 
interest rate on the mortgage; third, 
such amounts to be applied on the 
principal as will extinguish the debt 
within an agreed period, not less than 
five years nor more than forty years. 
No loan on mortgage to be made at a 
rate of interest exceeding 6 per cent, 
exclusive of amortization payments.” 

The minimum and maximum amount 
of loans to any one borrower is fixed by 
the act at $100 and $1,000. But the 
federal farm loan board in its last 
report strongly urged that these limits 
should be made $500 and $25,000. 


Security ror Farm Loan Bonps 


The farm mortgages securing loans 
made with such care and under such 
stringent regulations are available as 
collateral security for an issue of farm 
loan bonds by the land bank making 
the loan. The mortgages are deposited 
with the farm loan registrar appointed 
by the federal farm loan board for each 


land bank district and the land bank 
must make written application to the 
farm loan board through the registrar 
for approval of such issue of bonds. 
The farm loan board after appraisal of 
the security offered by the land bank, 
grants, in whole or in part or rejects 
entirely, such application. If the ap- 
plication to issue farm loan bonds is 
granted, the mortgages remain in the 
hands of the registrar as trustee for 
the bondholders and the bonds are 
issued by the federal land bank mak- 
ing the application. 


Bonds Issued 


The bonds are coupon bonds in series 
of not less than $50,000, to be paid and 
retired according to rules and regula- 
tions prescribed by the federal farm 
loan board and are redeemable at the 
option of the issuing bank at any time 
after five years from the date of issue. 
The bonds issued to date are payable 
in twenty years and are issued in 
denominations of $25, $50, $100, $500, 
and $1,000. Bonds may not be issued 
in excess of twenty times the capital 
and surplus of the issuing bank. 


Liability of Federal Land Banks 


The act provides, “That every federal 
land bank issuing farm loan bonds shall 
be permanently liable therefor, and 
shall also be liable, upon presentation 
of farm loan bond coupons, for interest 
payments due upon any farm loan 
bonds issued by other federal land 
banks and remaining unpaid in conse- 
quence of the default of such other land 
banks: and every such bank shall, like- 
wise, be liable for such portion of the 
principle of farm loan bonds so issued 
as shall not be paid after the assets of 
any such other land bank shall have 
been liquidated and distributed: Pro- 
vided, that such losses, if any, either of 
interest or of principal, shall be assessed 
by the federal farm loan board against 
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solvent land banks liable therefor in 
proportion to the amount of farm 
loan bonds which each may have out- 
standing at the time of the assess- 
ment.” This security is of course in 
addition to the security given by the 
pledged mortgages and all other assets 
of the issuing land bank. It is hard to 
see how any loss can come to the hold- 
ers of such bonds. 

The annual or semi-annual payments 
are made by the mortgagor to the land 
bank making the loan and if the mort- 
gage is pledged with the registrar, the 
payments on account of principal con- 
stitute a trust fund in the hands of the 
land bank or joint stock bank receiving 
the same and must be applied or em- 
ployed in the manner directed by the 
act, in purchasing farm loan bonds, 
lending on first mortgage or in the 
purchase of United States government 
bonds. The application of such bonds, 
directed by the act strengthens the 
security of the farm loan bonds out- 
standing, as the farm loan bonds, first 
mortgages, United States government 
bonds or cash, constituting the trust 
fund must be deposited with the regis- 
trar in trust, as substituted collateral 
in the place of the sums paid on ac- 
count of the principal of mortgages 
held by the registrar in trust. 


Bonp Issue or Jornt Stock LANp 
BANKS 


Security.—The act also provides for 
the issue of bonds by joint stock land 
banks, secured by the deposit of first 
mortgages on farm land with the regis- 
trar. The joint stock land banks are 
corporations authorized by the act, in- 
corporated for the purpose of carrying 
on the business of lending on farm 
mortgages and issuing farm loan bonds. 
They are federal corporations and may 
be formed by any number of natural 
persons, not less than ten. They are 
not authorized to commence business 


until capital stock to the amount of 
at least $250,000 has been subscribed 
and one half paid in cash and the bal- 
ance subject to call by the board of 
directors. A charter must also have 
been issued to it by the federal farm 
loan board. 

Stock Ownership.—The stock of joint 
stock land banks may be owned by 
individuals, firms and corporations, 
but not by the United States govern- 
ment, and each shareholder has the 
same voting privilege as shareholders 
in national banking associations. The 
capital must be entirely paid up before 
the bank may issue bonds. Stock- 
holders have double liability for all 
obligations of joint stock land banks, 
including farm loan bonds issued by 
the particular bank in which they are 
stockholders. 

Bond Issues.—The bonds vf joint 
stock land banks must be issued in 
series of not less than $50,000, and in 
denominations of $25, $50, $100, $500, 
and $1,000. They are to be paid and 
retired in accordance with rules and 
regulations prescribed by the federal 
farm loan board and bonds issued to 
date are payable in twenty years. The 
joint stock land bank issuing farm loan 
bonds has the right to redeem them at 
par and interest on any interest date 
after five years from issue. The inter- 
est rate can not exceed 5 per cent. 
The bonds are the direct obligations 
of the joint stock land bank issuing 
them and no bank is responsible, 
in any way, for the bonds of any 
other bank. 

Rate of interest—Joint stock land 
banks have the same restrictions as 
federal land banks with respect to the 
rate of interest they can charge on 
mortgages, but the rates are not sub- 
ject to review by the federal farm loan 
board and they are not restricted as to 
the amount of each loan nor as to the 
purpose for which the money loaned 
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may be used by the borrower. The 
borrower must be a farm owner, how- 
ever, and the loans must be on first 
mortgages on farm lands within the 
state in which the principal office of 
the bank is located, or within some one 
state contiguous to such state. 
Amount of Bond Issue——No joint 
stock land bank may issue or obligate 
itself for outstanding farm loan bonds 
in excess of fifteen times the amount of 
its capital and surplus. The bonds 
issued by joint stock land banks are 
secured by the deposit of approved 
first mortgages on farm properties with 


the registrar and the procedure for 
the issue of joint stock land bank 
bonds is the same as in the case of 
federal land bank bonds. 

Tax LExemptions—The bonds of 
both federal land banks and joint 
stock land banks are free of all federal 
and state taxes, including income tax, 
and are unquestionably investments of 
the highest merit. The bonds of fed- 
eral land banks yield, at the present 
time, about 4.35 per cent to optional 
date and the bonds of joint stock land 
banks yield about 4.50 per cent to 
optional date. 
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Reclamation of Swamp Lands and the Modern 
Drainage Bond 
By J. 


Vice-President, Mississippi Valley Trust Company, St. Louis; Chairman, Reclamation Securities 
Committee, Investment Bankers Association of America, 1913-1919 


Amount or Swamp LAND TO —BE 
RecLAIMED 


N the development of our country it 
was only natural that the farm 
lands which were more readily sus- 
ceptible to cultivation should have 
been occupied first, and that the over- 
flowed and swamp lands should have 
been overlooked entirely for years. It 
was only after the absorption of the 
more desirable farming land, which 
resulted from the increase of popula- 
tion, and after the consequent and 
more intensive development of the 
country, that attention was directed 
to the reclaiming of the overflowed 
lands, and that human ingenuity made 
it possible to bring such land under 
cultivation. These swamp and over- 
flowed lands awaiting reclamation, it 
is estimated, total 125,000 square miles, 
which is more than two and one-half 
times the area of the entire state of 
Illinois, and if reclaimed would afford 
homes for 12,500,000 persons. At a 
valuation of $100 per acre, $8,000,000,- 
000 would be added to the wealth of 
the nation. 


ATTITUDE OF THE GOVERNMENT 
Towarp RecLAMATION 


While the vast opportunities afforded 
in this direction are not altogether 
generally appreciated, the United 
States government in recent years has 
recognized the importance of the sub- 
ject and has provided, through the 
United States Reclamation Branch of 
the Agricultural Department, a means 
of scientific study of the question. 
This department, under the manage- 


ment of intelligent and efficient experts, 
has made progress both in the educa- 
tion of the people at large, and in the 
improvement of the means by which 
this acreage could be more readily 
reclaimed. The National Drainage 
Congress, whose membership embraces 
some of the best authorities on the 
subject, has, through the earnest and 
efficient work of its officers and mem- 
bers, and by the influence of its an- 
nual conventions, attracted national 
attention and contributed greatly to 
the further development of the work. 


DisTRIBUTION OF THE Swamp LANDs 


IN THE UNITED STATES 


While these unreclaimed lands are 
scattered throughout practically every 
state of the Union, there is a particu- 
larly large acreage in those states 
tributary to and drained by the Miss- 
issippi River, known as the Mississippi 
Valley, the area of which is 1,240,050 
square miles, a little less than 50 per 
cent of the entire area of the United 
States, and in excess of the total area 
of all the countries of the European 
belligerents, excepting Russia. Of the 
27,800 miles of navigable waterways 
in the United States, the Mississippi 
Valley system contains 15,000 miles. 
In the states embraced in this valley 
there are yet millions of acres awaiting 
development. In the state of Louisi- 
ana, alone, there are said to be 10,196,- 
605 acres of swamp or marsh lands 
which should be drained either wholly 
or in part; in Arkansas, 5,912,300 
acres; in Mississippi, 5,760,200 acres; 
in Missouri, 2,439,600 acres; and in 
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Alabama, 1,479,200 acres. Such lands, - 


with their rich alluvial soil, are, when 
reclaimed, exceptionally fertile and 
possess even greater agricultural possi- 
bifities than those more fortunately 
situated by nature. These lands are 
either swamp or marsh. Swamp lands 
are those which are under water at 
only certain seasons of the year and 
are sufficiently free from overflow at 
other periods to give the forest trees 
a chance to grow and develop. Marsh 
lands are those which are under water 
almost the entire season, and, there- 
fore, have no growth upon them except 
grasses and water plants. 


PROBLEMS 


Drainage problems may be divided 
into two classes, namely, gravity and 
pumping. Gravity projects are those 
where the drainage may be accom- 
plished by a natural flow of the water 
into main and lateral ditches provided 
for its outlet. Pumping projects are 
those where it is necessary, on account 
of the district being below the water 
level, to remove the water by means of 
pumping. The latter are by far the 
most difficult and expensive problems, 
both in their original construction and 
subsequent maintenance and operation. 


Earity Arrempts AT DRAINAGE 


The first attempts at drainage were 
entirely by individual efforts, and these, 
for manifest reasons, largely proved 
unsatisfactory, and were followed by a 
codperative effort on the part of vari- 
ous land holders whose properties were 
contiguous to each other. Necessarily 
the progress in its early stages was slow 
and many difficulties were encountered. 
To begin with, it was difficult for the 
interested parties to unite on a plan 
that would be satisfactory to all con- 
cerned, and at the same time secure the 
outlet for the drainage, where it was 
necessary to carry the ditches across 


the lands of those who were not bene- 
fited by the project, as well as to agree 
on the personnel of the organization 
under whose auspices the work was to 
be conducted. Difficulties, too, pre- 
sented themselves in adjusting the 
benefits or damages that would accrue 
to the landowners therein. Whilethese 
efforts, in the majority of instances, 
were not successful, they were the 
means through which the attention of 
the various states was attracted to the 
importance of the subject. 


ORGANIZATION OF MopEeRN DRAINAGE 


It became evident that if anything 
was to be accomplished on a compre- 
hensive basis it would be necessary to 
form drainage districts into political 
sub divisions, or at least into public 
corporations with proper power under 
the law to form the necessary organiza- 
tions with which to conduct the work 
on an intelligent basis, and to subject 
the land contained therein to an equi- 
table tax in proportion to the benefits 
received, as determined by an authori- 
tative source. To assess the benefits 
therein and determine the damages on 
surrounding territory, proper measures 
were enacted by the various legislative 
bodies which have resulted in the 
creation of the modern drainage dis- 
trict as a municipal corporation cap- 
able of issuing tax secured bonds. 
These laws differ in some of their 
essential features in the various states, 
and in quite a number of states several 
different drainage acts exist. Nearly 
every state at this time possesses 
satisfactory drainage laws. It is to 
be regretted that no systematic record 
has been kept by the various states as 
to the amount of bonds issued and 
outstanding, nor as to the number of 
acres of land reclaimed. As a conse- 
quence, no accurate data can be given 
on the subject. In 1916 the Recla- 


| 

| 

if 

| 


- 


100 Tue ANNALS OF THE AMERICAN ACADEMY 


mation Securities Committee, of the 
Investment Bankers Association, made 
a determined effort to collect such 
statistics, but found that, in view of 
the above facts, it was impossible of 
accomplishment. 


Tae Crrcurr Court Drarace Act 
or Missouri 


As a concrete case it may be desir- 
able to outline the salient features of 
the principal drainage act in Missouri. 
This state possesses a drainage law as 
good as, if not better than, any of the 
other states; in fact, several of the 
states have to a large extent followed 
the Missouri act in the framing of 
their laws. 

While there are several such acts 
in existence in this state, the one most 
commonly used is known as the Cir- 
cuit Court Drainage Act, passed in 
1913. This provides that the owners 
of a majority of the acreage in any 
contiguous body of swamp or over- 
flowed land, situated in one or more 
counties in the state, may form a 
drainage district, for the purpose of 
reclaiming such lands, by framing 
articles of association in which is 
contained a full description of the 
lands sought to be included in the 
district as provided by the act, to- 
gether with the names of the owners 
of the same, who thereby obligate 
themselves to pay a tax which may be 
assessed against their respective lands 
and to pay the expenses of organizing 
and of making and maintaining im- 
provements. These articles are filed in 
the office of the clerk of the circuit court 
of the county, or, in the event of the 
lands being situated in more than 
one county, in the county in which 
the larger portion of the land is 
situated. 

Proper notice by newspaper publica- 
tion, as prescribed by the statute, is 
then given, by which the persons inter- 


ested are notified to appear at court and 
show cause why the district should not 
be organized. If the court overrules 
the objections the district is organized 
and declared a public corporation. 
A certified copy of the decree is filed 
with the secretary of the state within 
sixty days, and in the office of the 
recorder of deeds in each county having 
lands in the district. 

A meeting of the landholders is then 
held, through proper published notice, 
giving ample time to interested parties 
to appear, at which meeting a board 
of supervisors consisting of five land- 
holders is elected, two of whom must 
be residents of the counties having 
lands in the district. Each landholder 
is entitled to one vote for each acre of 
land owned by him, either in person or 
by proxy. The persons elected to the 
board determine by lot their terms of 
office, which are one, two, three, four 
and five years, respectively. Each 
succeeding year one member of the 
board is elected for five years, to fill 
the term of the retiring member. 
Proper oath is required for the faithful 
performance of his duties. The board 
elects its own president and secretary, 
and must adopt a seal and keep a 
record of its proceedings. It likewise 
appoints a competent civil engineer 
who may, with the approval of the 
board, appoint assistants and consult 
with others. The engineer so ap- 
pointed must survey the lands, file with 
the board annual reports wh‘ch shall 
contain maps and profiles of the sur- 
veys, and a plan for reclamation of 
the lands, which, if adopted by the 
board, becomes the plan for reclama- 
tion. A preliminary tax of not to 
exceed fifty cents per acre may be 
levied on all lands in or next to the 
district to provide for the payment 
of necessary organization expenses. 
Within twenty days after the adoption 
of the plan, the secretary of the board 
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files a certified copy thereof with the 
clerk of the circuit court, and the 
board thereupon must ask the court 
to appoint three commissioners to 
assess the benefits and damages, who 
must reside in the state and must not 
be the owners of any land in the dis- 
trict, nor be related, within the fourth 
degree of consanguinity, to any land- 
owner therein. A majority of the 
commissioners control on all questions. 
Proper oath is taken, in writing, for 
the faithful discharge of their duties, 
at a meeting held within ten days after 
notice of their appointment by the 
circuit clerk. The secretary of the 
board of supervisors is ex-officio sec- 
retary of this board and is required to 
attend all meetings and to furnish the 
necessary information as required by 
the statute. Their duties begin within 
thirty days after qualifying. The 
premises are viewed, the benefits are 
assessed and the damages adjudged. 
Public roads, railroads, etc., are as- 
sessed according to increased physical 
efficiency and decreased cost of main- 
tenance. The commissioners cannot 
change the plan of reclamation. 
Proper notice is then given by the 
clerk of the circuit court by publica- 
tion, in accordance with the statute. 
Exceptions may be filed by landowners 
within ten days from the date of the 
last publication of the notice. The 
court then confirms or dissolves the 
organization. If dissolved, a uniform 
tax is levied to pay the costs incurred. 
If confirmed, a certified copy of the 
decree is furnished to the secretary of 
the board of supervisors, who in turn, 
files a copy in each county having 
lands in the district. Appeals are 
allowed only on the two following 
questions: First, whether just com- 
pensation has been allowed for prop- 
erty appropriated; second, whether 
proper damages have been al!owed for 
property prejudicially affected. Broad 


powers are given the board of super- 
visors to construct the necessary im- 
provements or to let the contracts. 
Proper bond must be given by each 
contractor, for the faithful performance 
of the work. The engineer must 
make a full report once each year 
to the board, upon the work done, 
with such suggestions as he may deem 
proper. 

A tax is promptly levied by the 
board on each tract of land benefited, 
in proportion to the benefits assessed, 
sufficient to pay the cost of executing 
the plan, plus 10 per cent for emergen- 
cies, together with the interest which 
will accrue on the bonds then issued. 
This is certified in book form by the 
president and secretary of the board 
and made a permanent record with 
proper seal affixed. Each year the 
board levies such a part of the taxes as 
may be necessary, which is collected 
by the collector of the county in the 
same manner as other taxes, full infor- 
mation being given him by the district. 
He must furnish proper bond, and 
penalties are provided for his failure to 
return the proceeds promptly to the 
district. The tax so levied, together 
with the penalties for non-payment, 
becomes a lien upon each tract, second 
only to the liens for state and county 
taxes. Action for collection of delin- 
quent taxes must be instituted, within 
six months after December 31 of each 
year, under the same prodecure as in 
state and county taxes. Title acquired 
at foreclosure sale is liable to payment 
of future annual levies. Should the 
proceeds from the sale of any land for 
delinquent taxes prove insufficient to 
pay the tax, the board has the right to 
reassess the entire district to cover 
such deficiency. 

Proper bond is given by the treas- 
urer and his accounts must be ‘audited 
annually. The board exercises full 
jurisdiction over all matters and has 
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the right of eminent domain either 
within or without the district, in 
accordance with the provisions of the 
statute. Actions under this act do 
not abate by reason of the death of 
any landowner. Proper notice, how- 
ever, is given to the heirs at law, in 
accordance with the statute. Neither 
does any appeal delay any work. The 
board of supervisors may petition the 
court to amend or change the incor- 
poration decree. Objections may be 
filed, which are promptly determined 
by the court. 

Bonds may be issued not to exceed 
90 per cent of the total taxes levied, 
with interest not exceeding 6 per cent 
per annum, payable semi-annually, 
maturing serially within twenty years, 
beginning not later than five years, 
after date. Such bonds cannot be 
sold at a price less than ninety-five 
cents on the dollar, and accrued inter- 
est. In the event the tax levy proves 
insufficient to pay the bonds and 
interest, the board must make a 
sufficient additional levy not exceed- 
ing, however, the aggregates of the 
benefits already adjudicated. Each 
year the board levies a maintenance 
tax to pay current expenses and main- 
tain the improvement in repair, and 
this tax is limited to 10 per cent of the 
net benefits. The owners of 25 per 
cent or more of the acreage may 
petition the organizing court for a 
readjustment of the assessment of 
benefits when any material change of 
property values has transpired, but as a 
basis, only, in levying the maintenance 
tax. Proper notice of such petition 
is given to landholders. If the court 
orders a readjustment, commissioners 
are appointed with full powers to 
act. 

Two or more adjacent districts may 
unite, providing proper notice is given 
to each landowner therein, and a ma- 
jority of the acreage votes favorably. 


In this event the petition is presented 
to the court in the county containing 
the largest acreage. Objections may 
be filed and the court acts in the same 
manner as upon petition on original 
organization. The board may extend 
the corporate life of the district by 
calling an election and receiving the 
assent of the majority of the acreage 
represented. 

Should the executed plan of recla- 
mation prove insufficient, amended 
plans may be designed and additional 
assessments made, or if the tax levy 
should prove insufficient an additional 
levy may be made not exceeding the 
total benefits. The board may also 
remove at pleasure any officer, attor- 
ney or employe. The board may add 
additional land to the district, pro- 
vided, however, that after the com- 
pletion of the plan this cannot be done 
without the written consent of the 
board and the approval of the district 
engineer. Landowners so desiring, or 
the district itself, may petition the 
court for annexation of additional 
lands, and from the court's decision 
an appeal may be prosecuted by the 
landowners or the district. 

Districts organized under any previ- 
ous law may elect to come under the 
provisions of this act, under the same 
procedure as in the creation of a new 
district. 

Attention might be especially di- 
rected to that portion of the statute 
which prescribes that, in the event of 
failure of the proceeds resulting from 
the sale of land for taxes proving suffi- 
cient to pay the delinquent taxes, the 
board of supervisors has the right to 
levy an additional tax on the entire 
district to make up the deficit, and 
which, in effect, provides a thorough 
safeguard to the investor for the full 
payment of principal and interest in 
accordance with the tenor of the 
bonds. 
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DrarinaGeE Laws or Missourr AND 
ARKANSAS COMPARED 


While, as stated, nearly every state 
possesses satisfactory drainage laws, 
it might be of interest, merely as a 
matter of comparison, to mention the 
differences between the laws of Mis- 
souri and Arkansas—two adjoining 
states, whose laws, while both excel- 
lent, differ to some extent in some of 
their essential features, which differ- 
ences are recited below. 


Organization of District 


In Arkansas the petition praying for 
organization need be signed only by 
three or more owners. In Missouri it 
is necessary that it be signed by owners 
of a majority of the acreage. In 
Arkansas, if the district lies wholly 
within one county, the petition is 
presented to the county court. If 
it lies in two or more counties, it is 
presented to the circuit court of that 
county embracing the largest amount 
of land. In Missouri it is presented 
to the circuit court in all cases. In 
Missouri the supervisors may levy an 
organization-tax of not exceeding fifty 
cents on the acreage. In Arkansas 
there is no such provision. In Mis- 
souri all those signing the petition 
obligate themselves to pay the tax, 
and the case cannot be dismissed as to 
any one of the signers without the 
consent of all his co-signers. 


Determination of the Plan of Reclama- 
tion and the Assessment of Damages 


and Benefits 


In Arkansas the court appoints three 
commissioners who, assisted by an 
engineer, view the land, determine the 
plan of reclamation, and assess the 
damages and the benefits to the land 
embraced in the district. In Missouri 
the court appoints five supervisors who 
constitute the governing board of the 
district, and who in turn appoint three 


commissioners. These commissioners 
then view the land and assess the 
benefits and damages. In assessing 
benefits they do not consider those 
benefits which may be derived from 
any improvements other than those 
contemplated by the proceedings. The 
supervisors themselves, with the assist- 
ance of an engineer, determine the 
plan of reclamation which the commis- 
sioners have no power to modify. In 
Arkansas any owner dissatisfied with 
the assessment of damages may de- 
mand an assessment by a jury, pro- 
viding such demand is made within 
thirty days after the filing of the 
assessment. 


Taxes 


In Arkansas the tax is levied by the 
commissioners; in Missouri, by the 
supervisors. (The board of commis- 
sioners in Arkansas, corresponds with 
the board of supervisors in Missouri, 
and not with the Missouri board of 
commissioners.) In Arkansas the tax 
levy may be paid by anyone so desiring 
within thirty days after the levy, 
otherwise it is payable in annual 
installments, but no installment can 
be for more than 25 per cent of the 
total amount. In Arkansas the tax. 
is a lien preferred to “demands, ex- 
ecutions, encumbrances or liens what- 
soever created.” In Missouri the tax 
is a lien inferior only to “general, state, 
county, school and road taxes.” 


Proceedings for Failure to Pay Tax 


In Missouri the land is sold in the 
manner provided for enforcement of 
delinquent taxes. In Arkansas the tax 
collector reports delinquent taxes to 
the board of commissioners. They 
then add 25 per cent to the amount 
and bring an action in the chancery 
court for jurisdiction. If this is not 
done within sixty days any bondholder 
may bring such action. An error in 


und 
i” 


104 


the name of the owner is not fatal and 
the proceedings are strictly in rem. 
In case of judgment rendered against 
the land it is offered for sale subject to 
the lien of the tax due but not paid. 
In case the land is not sold it is not 
again offered for one year nor until an 
attorney ad litem has been appointed. 
He notifies the commissioners or 
directors of all other improvement 
districts taxes for which constitute 
liens against the land, and he also 
notifies trustees for bondholders of the 
fact that the land has been offered for 
sale for delinquent taxes, but has not 
been sold. Upon the return of his 
report to this effect the court then 
orders that the land be sold free of the 
encumbrances of all other improve- 
ment districts subordinate to the lien 
of the tax for which it is sold, but sub- 
ject to all subsequent installments of 
all taxes against it. Any balance from 
the proceeds of the sale remaining 
after the tax and court costs have been 
paid is distributed by the court as 
seems equitable. If any bond or 
coupon is not paid within thirty days 
after maturity, any bondholder may 
sue in the chancery court for a receiver 
for the district to collect the taxes and 
-forclose on the land, paying the pro- 
ceeds pro-rata among the bondholders. 


Failure of Collector to Collect 


In Missouri the county collector of 
taxes must give a bond to the drainage 
district with two sureties in an amount 
double any probable assessment to be 
levied in any one year. In case the 
collector, for any cause, neglects to 
collect the drainage tax, a penalty of 
10 per cent of the amount of tax which 
he has failed to collect is added to that 
amount and he and his sureties are 
liable therefor. In Arkansas the col- 


lector is fined one hundred dollars for 
each individual from whom he, for any 
reason, fails to collect the drainage tax 
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while collecting other taxes. He may 
be fined a like amount for each person 
whose tax he fails to record in the 
drainage tax book. 


Bonds 


In Arkansas bonds must mature 
within thirty years; in Missouri, within 
twenty years. In Missouri bonds 
must be payable in annual installments 
in from five to twenty years. In 
Arkansas they may mature either 
serially or otherwise. 


Readjustment of Assessments 


In Arkansas the commissioners may 
alter the plan of reclamation. The 
modified plan is filed with the court 
and notice is given and parties inter- 
ested are heard and the court enters its 
finding of fact. If the assessment is 
thereby rendered inequitable, any land- 
owner who incurs additional damages 
is allowed such damages, to be paid by 
the district, but is not allowed to have 
the benefits assessed against his land 
to be reduced in the amount of the 
damages. The original benefits re- 
main unchanged and the land remains 
liable to taxation up to the amount of 
such original benefits. Any damages 
allowed by reason of such change are 
inferior to the claims of bondholders. 
In Missouri, upon petition of 25 per 
cent of the owners stating that there 
has been a material change of values 
rendering the assessment of benefits 
inequitable, the court, if it finds this 
to be true, appoints three commis- 
sioners who reassess the benefits and, 
through substantially the same _pro- 
ceedings as in the original assessments, 
the benefits may be modified and 
readjusted as is equitable. It may be 
added that in neither state can any 
change be made in such a way as to 
jeopardize the obligation or the secur- 
ity of any bonds that may have been 
issued. 
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For many years all drainage statutes 
were most strictly construed, it being 
the then current theory that govern- 
ments could not levy taxes merely to 
improve lands privately owned, but 
only to further some distinctly public 
purpose, or, in the exercise of the police 
power, to prevent disease, remove 
nuisances, or conserve the public 
health. In some states the statutes 
still require, before a drainage or 
reclamation project can be initiated, 
that there must be a court finding that 
the proposed improvement will be a 
public utility or that it will promote 
the public health or prevent disease. 
In the course of time, however, a more 
liberal view was obtained, and, with a 
changing and now sympathetic attitude 
on the part of the owners of lands which 
are to be affected and taxed for the 
improvements, many of these swamps 
and marshes have been redeemed, and 
the way is at last open for the reclama- 
tion of perhaps all the remainder of 
such lands. 


SuccessruL ProJEectTs 


While many large and successful 
drainage projects have been undertaken 
in recent years, by far the largest and 
most pretentious undertaking has been 
that of the Little River Drainage 
District, located in southeast Missouri. 
It might be well to give a brief history 
of this district as an example of what 
can be accomplished in _ practical 
drainage. 

Little River Drainage District in 
Missouri 

The acreage of the Little River 
Drainage District lies partly in each 
of the following six counties: Cape 
Girardeau, Stoddard, Dunklin, Scott, 
New Madrid and Pemiscot. There 
are 488,050 acres of land within its 
boundary lines, embracing territory 
approximately 90 miles long, with an 


average width of 10 miles. There are 
160 miles of railroads within the dis- 
trict. Not an acre of land is more than 
six and one-half miles from the rail- 
road, the average distance being three 
and one-half miles. The land had 
been subject to overflow from the 
Little River and the Castor River, the 
waters of these rivers flowing into the 
district from the north. This district 
was organized in 1907. Prior to that 
time several small drainage districts 
existed in lands that are located either 
wholly or in part in the territory now 
embraced in the above district. It 
became evident at that time, to some 
of the larger owners of land in that 
section, that if this vast acreage was 
to be reclaimed as a whole, a larger and 
more comprehensive plan would have 
to be carried out, and one*’that would 
provide not only for the drainage of 
the land but also for the control and 
diversion of the waters from the Little 
and Castor rivers. In order to pro- 
vide full relief it was necessary to 
create a diversion channel and retain- 
ing basins, which would turn the flow 
of these waters into the Mississippi 
River at the head of the district, thus 
preventing their overflowing the dis- 
trict at certain periods of the year, 
which had previously occurred. After 
proper petitions had been received 
from a sufficient number of the land- 
owners in this territory, the Little 
River Drainage District was created 
in November, 1907; bonds to the 
amount of $5,000,000, bearing 54 per 
cent interest were issued, dated April 
1,1913, and maturing serially in an- 
nual installments, beginning April 1, 
1919, up to and including April 1, 1933. 

Necessarily, where such a large 
acreage was involved, and where 
portions of previous drainage districts 
were to be merged into this one, many 
legal obstacles presented themselves, 
and it was not until 1913 that these 
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were finally adjudicated, by a decision 
of the supreme court of the state of 
Missouri, in favor of the district. 
While this decision perfected in every 
respect the legality of the bonds, 
nevertheless, the issue was further 
supported by the approving opinion of 
several of the ablest municipal-bond 
lawyers in the country. An able board 
of supervisors had previously been 
created in accordance with the law, 
with headquarters at Cape Girardeau, 
Missouri, which is located about three 
miles north of the northern boundary 
of the district. This issue was dis- 
posed of in 1914, and the work on the 
district was then undertaken. On 
account of the unusual size of the 
district it had unusual problems to 
meet. Great care was exercised by 
the board im its selection of engineers, 
and besides having its own chief 
engineer it had the approving opinion, 
upon the drainage plan inaugurated, 
of five of the leading hydraulic engi- 
neers of the country. 

At the time when this project was 
first undertaken, approximately 90 per 
cent of the land was not subject to 
cultivation; today, about 75 per cent 
of the land can be cultivated, and 
within four months it is expected that 
the work will be fully completed and 
all the land will be open for cultiva- 
tion. 

It was found in 1918, that, due to 
the increased cost of operation and 
additional work found necessary, the 
proceeds of the $5,000,000 bond issue 
would not be sufficient to complete 
the work. Under the authority of 
the law an additional $1,000,000 of 
bonds were issued and promptly dis- 
posed of. It is estimated that before 
the work is finally completed, another 
issue of at least one-half million dollars 
of bonds will be necessary. These 
bonds, it is expected, will be issued in 
the early part of 1920, and it is the 
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firm belief that the work upon the 
district will be finally completed and 
the drainage plan perfected at least 
by July 1, 1920. When this work is 
completed, the land which was almost 
wholly a dismal swamp, will become 
a very fertile and rich farming 
territory. 

In 1907, the average value of the 
lands in the district was $10 to $15 per 
acre. Today, the land will easily 
average $75 per acre, while the total 
bonded debt will, upon completion, 
be approximately $14.50 per acre. It 
will be seen from this that taking the 
highest average of the land in 1907— 
namely, $15 per acre—and adding the 
bonded debt of $14.50 per acre, the 
land has more than doubled in value. 
It might be well to mention that in 
some instances land especially well 
located in this territory has sold as 
high as $225 per acre since the drainage 
plan was inaugurated. As a further 
evidence of the improvement in that 
section as a result of this drainage 
project, the little town of Bragg City, 
Missouri, having a population of some 
five hundred people, with modern 
buildings and paved streets, is in 
existence upon a site that was nothing 
but a swamp in 1914. 

In diverting the waters from the 
Castor and Little rivers to the Missis- 
sippi River, great care had to be exer- 
cised in the engineering features, 
particularly regarding the diversion 
channel and the retaining basins. A 
spillway was constructed in order to 
give relief should the impounding of 
these waters create a greater pressure 
than the basins could withstand. 
Unless such relief had been provided 
the construction might have given 
way and disastrous consequences to 
the district would have ensued. Un- 
der extreme conditions the spillway 
provides for a partial overflow of the 
water into the district, which, though 
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it might result in some partial damage 
to the crops, would be far better than 
the greater damage that would be 
sustained by both life and property in 
the event of a serious break in any 
portion of the levee, which might 
result from too great pressure. It is 
not anticipated that any such occur- 
rence will transpire, but it was thought 
essential to provide for such a contin- 
gency should it arise. 

The payment of the principal and 
interest of any municipal bond, accord- 
ing to its tenor, is necessarily dependent 
upon prompt collection of the taxes. 
It might be interesting to note that 
since its inception this district has 
collected each year approximately 98 
per cent of the drainage tax assessed 
against it, which will unquestionably 
compare favorably with that of any 
municipality in the United States, 
either large or small. 


Market ror Drarinace Bonps 


While fifteen years ago drainage 
bonds had a comparatively narrow 
market, which was to some extent 
limited to those states located in the 
middle west where the drainage prob- 
lem was better understood, they have 
gradually increased in popularity, and 
today enjoy a very substantial position 
in the eyes of investors throughout 
the entire country. This has been 
due to a better and more general 
knowledge of the subject, and to the 
record these issues have made in the 
payment of their principal and interest. 
Many eastern bond houses, which un- 
til a few years ago would not con- 
sider handling drainage bonds, are 
today eagerly buying large issues 
throughout the entire Mississippi Val- 
ley. The fact that such issues bear a 
higher return on the investment than 
the general obligations of counties and 
cities, and possess the same tax exemp- 
tion features, has made them espe- 
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cially popular. There is no doubt 
that drainage bonds issued under 
proper auspices constitute a safe 
investment. Great care must be exer- 
cised, however, upon the part of the 
investment houses handling such issues. 
A careful examination of the land must 
first be made, and it must be deter- 
mined, beyond any reasonable doubt, 
that the work to be undertaken will 
result in an enhancement of the value 
of the land to a greater degree than the 
cost of the improvement. It is impor- 
tant that at least a majority of the 
landowners in the district be in favor 
of the project, as a number of dissatis- 
fied landholders would naturally seize 
the first opportunity to bring court 
proceedings and attack the legality of 
the issue. Such litigation, whether 
successful or not, would necessarily 
throw a cloud upon the bonds, and 
would also result in preventing the 
investment houses from promptly dis- 
tributing them, or, in the event of 
their having been resold, would create 
uneasiness upon the part of the in- 
vestors holding them. The amount 


of the debt per acre represented by’ 


the bonds, must necessarily vary in 
proportion to the value of the land 
securing the issue. Suck debt should, 
however, always bear a proper and 
conservative relation to the appraised 
value of the district. 

It should be seen that the affairs 
of the district are to be handled by 
a competent corps of officers and 
supervisors. In a majority of cases 
the bond houses are now insisting 
(where the law does not) upon an 
annual audit of the books of the 
district, to insure its affairs being 
kept in proper shape and to prevent 
the possibility of any loss of funds 
through defalcation, or otherwise. 
Above all else, it must be certain that 
the engineering features have been 
passed upon by competent and practi- 
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cal engineers. Where any doubt as 
to the feasibility of the plan exists, 
consulting engineers should be called 
in so as to safeguard the project as far 
as it is possible to do so. Great care 
should be exercised, also, to see that at 
least one competent engineer be re- 
tained throughout the construction 
period, in order to see that the work is 
properly completed in accordance with 
the original plan, or, where necessary 
to make any changes, that such changes 
should be made under able direction. 
It is also very essential that the work 
when completed should be maintained 
in excellent condition and kept in 
efficient working order. 

The importance of the legal phases 
should never be overlooked. All con- 
servative and careful dealers in bonds 
exercise every caution to see that the 
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legal steps in every issue purchased 
by them have received the approv- 
ing opinion of a competent legal firm 
thoroughly experienced in municipal 
issues, and in some instances issues 
are supported by two or three different 
opinions, especially where any doubt 
exists in the minds of one firm upon 
any legal point involved. 

Where proper precautions have been 
taken as suggested above, and the 
bonds are recommended by a well- 
known and responsible house, the in- 
vestor may feel no uneasiness when 
purchasing, as to the safety of the 
investment. Drainage bonds, properly 
issued and conservatively constituted, 
are a safe investment and are generally 
recognized as such by those competent 


to judge. 
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The Need for American Investment in Foreign Securities 


By. James SHELDON 
Lee, Higginson and Company, New York 


COMMERCE AFTER THE WAR 


HE problem of reviving normal 
commercial and financial rela- 
tionships between the nations which 
engaged in the Great War presents 
questions whose complexity is baffling. 
At present only certain general facts 
can bé recognized, and these group 
themselves about two questions: How 
can commerce, by which the world 
has come to support itself, be restored 
to a permanent and self-supporting 
basis? How will the results of this 
restoration differ, if at all, from pre- 
war conditions? Nobody will deny 
that Americans desire to retain the 
foreign markets which they have en- 
tered during the war and that this is 
the most important difference for us to 
establish between the pre-war and 
post-war periods. Partial answers to 
all of the questions involved are pro- 
posed from all sides, but whatever the 
starting point of discussion, any analy- 
sis of the problem of restoring normal 
commerce leads inevitably to a con- 
sideration of foreign exchange rates, 
which serve as an index by which 
the resultant of many factors may be 
judged. 
Facrors UNDERLYING THE FLuctTUA- 
TION IN Excnance Rates 
The General Economic Situation 


The influences which bring about 
fluctuations in exchange are part and 
parcel of the general economic situa- 
tion which must be examined hastily 
in its relation to international trade. 
Before America’s declaration of war 
she had been called upon to furnish 
immense quantities of material both 
raw and manufactured. Our manu- 
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facturing facilities were increased in 


response to the demand for our prod- . 


ucts. In payment, gold was sent to us 
from Europe until. one-third of the 
world’s total supply is now in our 
hands. Afterthe United States entered 
the war the pressure to increase indus- 
trial facilities continued, but the gold 
shipments from Europe ceased when 
our government adopted the policy of 
advancing funds to the Allies to cover 
their purchases in this country. To- 
day the United States finds herself 
with a vast store of gold, which is at 
present useful chiefly as a basis of 
credit, with materially enlarged manu- 
facturing capacity and still engaged, in 
part, in satisfying abnormal foreign 
needs. The question naturally arises 
whether export markets are necessary 
to maintain our factories in full opera- 
tion. If our domestic power to con- 
sume goods has kept pace with the 
growth of our power to produce them, 
the answer is that we are as independ- 
ent of Europe as formerly, but if our 
plants will produce merchandise in 
excess of the domestic demand, we 
must retain our foreign markets or 
face the prospect of curtailing produc- 
tion. Each individual’s power of con- 
sumption depends upon the, quantity 
of goods which his income will buy, and, 
although there is much conflicting 
evidence on this point, there seems rea- 
son to believe that commodity prices 
have advanced almost as much as 
wages and salaries, and, consequently, 
that ability to buy has not largely in- 
creased in this country. With much 
greater output and but slightly, if any, 
greater power at home to absorb this 
output, we must contrive to continue 
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selling abroad or look forward to indus- 
trial depression. 


Decreased Production in Europe 
Opinion is united here and abroad 


that the salvation of Europe lies in 
production, and the nations concerned 
are constantly heeding more closely 
this necessity; but they are almost 
helpless unless provided with the mate- 
rials on which and with which to work. 
Mills, factories and railroads must be 
rebuilt; machinery and rolling stock, 
destroyed, worn out by over-work or 
carried away, must be replaced; cotton, 
steel, copper and raw materials gen- 
erally must be supplied; and finally, the 
populations must be fed until the cycle 
of purchase, manufacture and sale can 
be solidly reéstablished. Confronted 
with this task the nations of Europe 
find themselves almost without reserves 
of raw material. Their agricultural 
production is greatly curtailed through 
reduction of man power and devasta- 
tion of producing areas and available 
capital for reconstruction and the pur- 
chase of raw material is sorely dep!eted. 

On the other hand, it must not be 
forgotten that devastation is not 
general, and that “Europe has a great 
volume of fixed physical capital, a 
productive soil, mines and forests, 
fisheries and water power, which in 
the aggregate constitute enormous 
wealth, and which, with a relatively 
moderate outlay of new capital, can be 
made highly productive again. Europe 
has an intelligent population, educated 
and skilled in industry. Europe has 
a great body of scientific experts, a 
great body of highly able financiers, a 
body of great statesmen. Europe has 
a body of skilled and enterprising 
business men, trained in the manage- 
ment of vast industries, with fine 
traditions of financial honor, accus- 
tomed to paying their debts. Europe 
has an admirably worked-out body of 
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commercial law, and an upright judi- 
ciary trained in the administration of 
that law.” It is inconceivable that 
such facilities will not combine to 
produce wares which we shall be glad 
to buy in the future, as we have been 
in the past. The elements of uncer- 
tainty are the time required for 
European industry to resume normal 
production, the means which will be 
employed to this end, and the result- 
ant effect upon America’s position in 
foreign trade. 


Depletion of Reserves 


The war has had another general 
effect upon all the countries that took 
part. By diverting the output of 
industry from normal fields of con- 
sumption to use in military destruc- 
tion, many wants of people every- 
where have been left unsatisfied. 
Even though reserve stocks have been 
exhausted, or nearly so, there is an 
accumulated demand which is now 
seeking satisfaction; and it is necessary 
besides to renew the stocks normally 
carried to insure regularity of distribu- 
tion in spite of a varying rate of pro- 
duction. It is through this period of 
re-stocking that we are now passing.' 

Naturally, this depletion of reserves 
and accumulation of demand has 
progressed further in Europe than in 
this country, with the result that we 
are exporting merchandise to the limit 
of the financial and shipping facilities 
at the disposal of foreign purchasers. 
Europe can as yet produce very little 
in excess of her own needs to sell to us. 
These conditions have brought about 
a constant and vigorous demand for 
American dollars with which to settle 
for merchandise purchased, while there 
is no counter-demand from us for 
foreign currencies with which to pay 
for our imports. This movement has 
been carried to a point where the value 
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of the money of Europe, as expressed 
in dollars—that is, exchange—has 
fallen to levels hitherto unknown in 
financial history,’ rendering purchases 
in this country doubly dear to the 
British, French and Italian importer. 
Nobody can tell with certainty how 
long the present movement will con- 
tinue, but present exchange rates will 
sooner or later operate as definitely to 
check our sales abroad as would a tax 
on exports. 


Factors INVOLVED IN SETTLING THE 
Trave BALANCE 


So far it has been assumed that the 
nations of Europe would pay for the 
goods which they are buying from us 
with the proceeds of their sales to the 
United States, and this assumption is, 
for practical purposes, correct in so far 
as events to date have shown. It must 
not be forgotten, however, that .the 
normal means of settlement for ad- 
verse trade balances, so-called, is the 
shipment of gold. This means, how- 
ever, for the time being, is impossi- 
ble because, in the first place, the ratio 
of metallic reserve behind the paper 
currency of Europe has been allowed 
to fall as far as is safe, and in the 
second place, we do not want more 
gold which, with its attendant phe- 
nomena of increased credit and pur- 
chasing power, would lead to a further 
advance in prices. There remains 
credit. If this country can contrive 
the means of granting credit to our 
former allies, they can continue to buy 
from us until they become once more 
able to offset their purchases in the 
world’s markets by their sales, other- 
wise their operations will be restricted 
to the lowest point possible by 
the disadvantage of present exchange 
rates. 

2? On December 12, 1919, the following quota- 


tions were reached: Sterling 3.65}, French francs 
11.84, Lire 13.60. 


The Granting of Credit to Europe 

The alternative which confronts 
this country’s business deserves exami- 
nation. Should we fail to devise some 
method by which credit for purchases 
in America can be granted to Europe, 
her peoples will be in precisely the 
same condition as the. manufacturer 
equipped in every way to do a profit- 
able business, but lacking the sufficient 
liquid capital. He may be able to 
scrape along and gradually accumu- 
late sufficient profit to avail himself 
fully of his plant and markets, but this 
is a slow process during which those 
interested in such a concern must 
forego dividends for the sake of future 
returns. Europe can proceed along 
these lines, but let us remember that 
the dividends which will not be paid 
until some distant and uncertain date 
are the war debts due to our govern- 
ment from the Allies. On the other 
hand, by lending well within the limits 
of safety we can place Europe upon a 
basis of profitable production within 
a comparatively short time, and rea- 
sonably expect a prompt return of the 
money advanced by the United States 
during the war. Would not the capi- 
talist interested in a sound concern be 
considered stupid if he failed to make 
an investment which would render 
many times the sum involved pro- 
ductive instead of unproductive? 


Methods of Extending Credit 

The credit which is required by the 
countries of Europe must extend over 
a number of years. Their need is not 
temporary, but will last until the sums 
which we may now lend can be re- 
placed by profits accruing from the 
operations of industry. This fact 
immediately eliminates from the field 
certain sources of credit. The com- 
mercial banks, which must be con- 
stantly prepared to meet the demands 
of their depositors, cannot tie up their 
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funds over long periods of time. The 
government might renew its war-time 
policy of lending, but hope of action 
in this direction was abandoned when 
an authoritative statement was issued 
that further financing of Europe was 
a problem to be solved by the business 
community. 

Special legislation has been intro- 
duced in the houses of Congress to 
meet the necessity of extending credit 
to the countries of Europe. The 
Edge Bill, which provides for federal 
incorporation of institutions engaged 
primarily in foreign and international 
banking, promises to be enacted into 
law before the present year is out.’ 
This measure will undoubtedly help 
the general situation, but it can be 
reasonably questioned whether such 
organizations, as yet non-existant, 
can command the resources necessary 
to satisfy in any measure the needs of 
our Allies for time credit, for the future 
operations of such institutions will 
depend upon the measure in which 
they can attract the funds of the 
American investor, who has so far been 
timid in loaning his money abroad. 
The War Finance Corporation is 
authorized by special act to make 
advances to exporters and to banks 
carrying loans to exporter, the total 
not to exceed $1,000,000,000 in amount 
and no advances to run for more than 
five years. Under the McLean Act 
national banks are permitted to divert 
one half of the 10 per cent of their 
capital, which could formerly be in- 
vested in foreign banking corpora- 
tions, to investment in foreign finance 
corporations. The Owen Bill, as in- 
troduced on July 22, 1919, called for 
a $1,000,000,000 corporation to make 
advances to foreign governments or 
corporations, but Congress has taken 
no further action on this proposal 

3 The president's signature was affixed to this 
bill on December 24, 1919. 
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which was drawn to fulfill so useful a 
purpose. As a whole, the measures 
enacted cannot be considered adequate 
to meet the present situation, for only 
the War Finance Corporation Act can 
give rise to operations of longer dura- 
tion than the customary short self- 
liquidating transactions of foreign 
trade, and the limit of five years, in 
spite of the possibility of renewals, will 
deter foreign borrowers from under- 
taking to finance fixed investments by 
this means. With the government no 
longer advancing funds to Europe, and 
the banks unable, from the nature of 
their functions, to extend these credits, 
the investor, individual and corporate, 
remains as the sole source to which our 
Allies can appeal in their need. 


Foreign Investment Securities 


It is well known that Europe offers 
the’ same wide range of securities to 
her investors as does this country. 
Government, municipal and industrial 
issues, all present investment and 
speculative opportunities. At the pres- 
ent time of crying need from abroad 
for American funds there is but 
slight difference in the benefit to 
the nations of Europe through Ameri- 
can purchase of the different classes. 
The usual financial machinery and 
the close relation between government 
and industry established during the 
war can reasonably be counted upon 
to place balances in this country at the 
disposal of those whose requirements 
are the most pressing. This state of 
affairs may not continue, however, 
and in any case it is desirable that the 
borrower come as closely as possible 
into relation with the lender in order 
to avoid the delay, expense and uncer- 
tainties of indirect dealing, particu- 
larly if cumbersome official routine is 
involved. 

Comment upon particular European 
securities is out of place here, but cer- 
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tain elements of strength enjoyed by 
industry abroad deserve considera- 
tion. The fact that the nations of 
Europe are relatively small geograph- 
ically has led them always to seek 
foreign markets. Before the war a 
constant demand for their goods from 
many widely scattered parts of the 
world was taken as a matter of course. 
This broad distribution has been largely 
responsible for the stability of eco- 
nomic conditions in the stronger na- 
tions of Europe, for local depression in 
any part of the world has been unable 
to affect them as it does those coun- 
tries whose manufactures are largely 
consumed at home. The investor in 
British ship-building or French textile 
shares need fear a decline in orders 
much less than the holder of American 
industrial stocks. There can be no 
doubt that former consumers of Euro- 
pean wares will seek them again as 
commerce becomes normal, for the 
fame which they have enjoyed, almost 
since trade began, has not been dim- 
med by an interruption of deliveries for 
fiveyears. Inaddition to tradition and 
habit, the present exchange rates will 
lead the buyers of the world to satisfy 
their needs in Europe whenever possible. 


Advantages of Foreign Securities 


Through the purchase of foreign 
securities an additional advantage 
will accrue to the investor by reason 
of a wider geographical distribution of 
the properties in which he is interested. 
A succession of crop failures or eco- 
nomic depression in any one section of 
the world will then affect but a portion 
of his holdings. The introduction of 
stocks and bonds issued by seasoned 
European concerns can only add 
strength to any list of holdings. There 
is also, at present, the possibility of re- 
ceiving a greatly increased yield from 
foreign investments through the ex- 
pected return of exchange to normal. 


The Significance of Loans Through 
Purchase of Securities 

That there is in Europe at this time 
large opportunity for the soundest 
sort of investment for American capital 
cannot reasonably be doubted. The 
effect of such loans, however, is not so 
clear. In’ the first place, the proceeds 
of foreign financing in this market will 
permit the European countries to pur- 
chase in this country the machinery 
and raw materials needed for immedi- 
ate use without bidding for dollars in 
the exchange markets, that is, without 


causing further declines in exchange . 


rates. The disadvantage imposed up- 
on American goods is already severe 
enough without being further in- 
creased, and every additional decrease 
which can be avoided will mean larger 
sales abroad. With the added equip- 
ment and material which will result 
from any loans now made to Europe, 
her industries will be able more quickly 
to produce goods for export and set 
in motion the process which will even- 
tually bring exchange to normal and 
restore the happy conditions of peace- 
ful commerce. With every advance 
in exchange rates, the purchasing 
power in this country of all Europe’s 
available capital will increase, larger 
supplies can be bought, greater quan- 
tities manufactured and_ exported; 
and thus progressively, by a cumula- 
tive process, the flow of commerce on 
both directions between this country 
and Europe will be reéstablished, per- 
haps more quickly than now seems 
probable. Some such process as this 
is sure to take place sooner or later in 
the case of the stronger European 
nations, and it is not the nature but 
the duration of the operation that will 
be affected by America’s purchase of 
foreign securities. If the capital of 
this country is far-sighted enough to 
seize the present opportunity, Europe’s 
recovery can take place quickly and to 
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the unquestionable advantage of the 
United States; but if we refuse to lend 
our aid at this time, the recovery will 
be slow and will entail the loss of our 
foreign markets which have become 
essential to the prosperity of American 
industry. 


Foreign Investments and Foreign 
Markets 


There is another phase of the ques- 
tion of foreign investment which does 
not concern Europe and the restora- 
tion of exchange rates, that is the neces- 


sity to avoid being undersold in all 


markets, including our own. It is a 
well known fact that whenever a 
nation has made liberal investments 
outside of its own borders, a lively 
commerce between the lending and 
borrowing countries has arisen. In- 
vestment of this type is usually made 
for the purpose of developing new 
areas, and partakes of a permanent 
character. This country has reached 
a stage in economic development 
where our capital would naturally 
seek foreign outlets were it not for the 
fact that our investors feel that their 
wealth is less safe in foreign lands than 
in our own. This prejudice must be 
overcome if we are to reap the advan- 
tages of our natural resources and 
accumulated wealth and take our 
place among the great commercial 


nations of the world. Without mar- 
kets industry is destitute; and without 
foreign investment foreign markets 
are not to be had. The alternative is 
to lend our money to other nations 
more far-seeing and enterprising, and 
to send them our goods to sell in 
the markets that they have created 
with our money, conceding the first 
place in profit and influence and the 
means of maintaining them to foreign 
nations. 

When the pressing needs of Europe 
have been satisfied, our financiers 
must turn to South America, Africa, 
Asia and the East Indies, where our 
goods have become known during the 
war through the inability of these 
markets to purchase elsewhere. The 
ties that have been established must 
be cemented by sharing their enter- 
prises in furnishing capital. Their 
names and industries must become 
known to us as well as our own, their 
problems must become our problems 
until the nations of the world will turn 
to us with the assurance of sympathetic 
reception and an understanding con- 
sideration of their needs. Then, and 
then only, shall we have the interna- 
tional marketplace which our resources 
justify, and only then will the richest 
nation of the world be worthy of its 
wealth. 
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Foreign Government Bonds 


By Tuomas W. Lamont 
Of J. P. Morgan and Company, New York City 


HE field of investment embraced 
by government bonds has been 
enormously widened during the last 
six years, coincidently with the vast 
increase in national indebtedness. The 
history of national debts from the 
Middle Ages up to the time of the out 
break of the World War is an interest- 
ing one, and there are many absorbing 
questions of national policy, finance 
and economy connected with it. But 
our subject is more limited: it has to do 
only with the situation as regards for- 
eign government bonds in this country. 
It is of interest, however, to note that 
national debts of the world have in- 
creased by $190,000,000,000, or about 
475 per cent, in the last six years, and, 
as a natural consequence of this in- 
crease, the variety of government bonds 
and the number of investors in them 
have been greatly multiplied. These 
results have made themselves manifest 
in all the investment markets of the 
world; but nowhere, perhaps, in greater 
measure than in the United States. 


INVESTMENTS OF OTHER 
COUNTRIES 


Great Britain.—The older countries 
of the world have, for many generations 
past, been experienced and wise in the 
investment of their funds in the govern- 
ment obligations of other nations. 
Great Britain and France, heretofore 
the foremost creditor nations of the 
world, have always been the largest 
investors in securities. The 
foreign investments of the British 
people, at the close of 1913, amounted 
to roughly $20,000,000,000 and were 
placed all over the world. It is. cal- 
culated that about %4,800,000,000, 
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or 24 per cent of this, had been in- 
vested in loans of colonial and foreign 
governments. Great Britain’s present 
private foreign investments (i.e., not 
taking into account loans by the 
British government to other govern- 
ments) are estimated at about $16,000,- 
000,000 but we have no accurate 
knowledge of what proportion is now 
represented by colonial and foreign gov- 
ernment bonds. Figures compiled from 
a recent (London) Stock Exchange 
Official List give some idea of the num- 
ber and variety of foreign government 
bond issues still held by British in- 
vestors. They show that out of a total 
of 4,771 securities of all sorts dealt in 
on the London Exchange, there are 623 
bond issues of foreign or colonial gov- 
ernments, states and municipalities. 
France.—In France, the story is 
much the same, except that the French 
people have placed a larger proportion 
of their foreign investments in govern- 
ment securities. ‘France, too, has not 
gone so far afield in making her foreign 
investments as has Great Britain. 
Most of her capital loaned abroad has 
gone to other European countries. 
The total foreign investments, of all 
descriptions, of the French people are 
estimated to have amounted in 1914 
to some $10,000,000,000, of which 
from $5,000,000,000 to $6,000,000,000 
(or 50 per cent to 60 per cent) were 
represented by foreign government 
bonds. The Paris Bourse quotation list 
at the present time shows listings of 
327 foreign government and municipal 
securities, out of a total of 2,298 issues 
of all varieties. There are also a num- 
ber of securities listed exclusively on 
the departmental Bourses, such as, 
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Lille, Lyons, Marseilles, Bordeaux, 
Toulons and Nantes, and a number 
which are not listed on any Bourse but 
are negotiable in the bank market or 
“over-the-counter” as we would say 
in this country. 

Other European Countries—Although 
the foreign investments of other na- 
tions, notably Germany, Holland, Bel- 
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economic and financial depression, the 
rate of return on government securities 
has ruled throughout at the lowest 
levels; in other words, at the highest 
grade of credit. The following table 
shows the yields on British Consols 
and French Rentes at their highest 
and lowest prices by ten-year periods, 
from 1801 to 1914: 


British Consols French Rentes 
Period 
Yield at High | Yield at Low Yield at High Yield at Low 
Price of Period | Price of Period | Price of Period Price of Period 
EE 3.80% 5.97% 4.28% 7.60% 
1881-1840... ... 8.15 4.01 3.46 6.52 
2.95 8.81 3.47 9.23 
ee 2.94 3.52 3.49 5.50 
ass 2.98 3.29 3.44 5.96 
2.77 3.18 8.11 4.05 
2.41 2.95 2.85 3.25 
2.66 3.19 2.93 3.20 
3.04 3.61 3.08 3.64 
* To July 30. 


gium and Switzerland, are not so 
extensive as those of Great Britain and 
France, yet those nations, too have had 
long experience with foreign, invest- 
ments and foreign government bonds. 


Prick MoveMENT AND SOLVENCY 
Recorp 


What has been the experience of the 
old countries with foreign investments? 
In general, it is a fact that foreign 
government bonds have formed “the 
cream” of their investment markets. 
The bonds of the European countries 
in particular have enjoyed high rating, 
and have been considered sound, con- 
servative investments. The evidence 
of this is found in the quotations for 
those securities, covering a period of 
more than one hundred years to 1914. 
In that period, despite armed conflicts 
now and then, and despite intervals of 


It is true, of course, that investments 
in the government bonds of new or 
backward countries yield higher rates 
of return. They are less seasoned and 
investors, therefore, require a higher 
rate of interest. Investments in such 
countries have not always been for- 
tunate and there have been some losses. 

But the solvency record of the gov- 
ernments of the world, when examined 
as a whole, compares most favorably 
with that of other classes of borrowers. 
The council of the Corporation of For- 
eign Bondholders in London, in each 
of its annual reports, gives a table 
showing the government bonds, which, 
at that time, are in default. An 
examination of these tables for the 
thirty years, 1882 to 1911 inclusive, 
shows that the average amount of gov- 
ernment bonds in default annually was 
about $126,000,000. A rough com- 
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pilation shows that the average total 
amount of government bonds out- 
standing for the same period was ap- 
proximately $32,500,000,000. In other 
words, the average amount of govern- 
ment bonds in default each year per 
$100 of such bonds outstanding was 
$0.39. This compares most favorably 
with corresponding figures that have 
been compiled for three important 
classes of American investment securi- 
ties, as follows: 


CHARACTERISTICS OF GOVERNMENT 
Bonpbs 


Broadly speaking, government bonds 
may be divided into two classes: First, 
those which are simply promises to 
pay or acknowledgments of indebted- 
ness; second, those which are prom- 
ises to pay and in addition have some 
special security. The government 
bonds of the United States and of the 
chief European countries fall, for the 
most part, into the first class. In 
Europe, in many cases, these obliga- 
tions have no fixed date of maturity, 
but are in the form of so-called “per- 
petual” bonds. In these, it is generally 
stipulated that they may be redeemed 
on a specific date, at the option of the 
government, at a specified price, but 
no date is specified on which they 
mature. They are, in fact, annuities 
bearing the privilege of redemption on 
the part of the government. This form 
of obligation has never met with great 
favor among American investors, who 
are accustomed to bonds maturing 
with promise to pay on a fixed date. 

Government obligations of the other 
class, that is, those with pledge of spe- 
cial security to assure the payment of 
principal and interest, have been issued 
usually under special circumstances. 


Examples of this class are the Japanese 


Tobacco 4} per cent Sterling Bonds, 
secured by a charge on the annual net 
revenue of the Japanese Tobacco 
Monopoly, the United States of Mexico 
5 per cent External Loan of 1899, 
secured by special hypothecation of 
62 per cent of the customs receipts of 
the country, and the Chinese Govern- 
ment 5 per cent Hukuang Railways 
Loan of 1911, secured by a first charge 
upon certain provincial revenues. 


ADVANTAGES OF GOVERNMENT 
Bonpbs 


In the last analysis, however, no 
matter what the special security of a 
loan may be, its payment, both as to 
interest and principal, depends on the 
good faith, and honor, and ability to 
pay of the promisor government. 
The objection is sometimes made 
against government bonds, that they 
are not subject to foreclosure as is the 
mortgage bond of a railroad or indus- 
trial enterprise, and that there is no 
means of collecting, against the will of 
the debtor nation, the interest or 
principal, except by force. This argu- 
ment loses its force when we consider 
the disadvantages and onerous bur- 
dens to which a nation must submit 
when it repudiates its obligations, es- 
pecially its external obligations. It is 
forced to do without new funds from 
external sources until it rehabilitates 
its credit, and the terms of this re- 
habilitation generally prove to be 
severe. Moreover, its credit among the 
other nations of the world is severely 
injured and it may be decades before it 
has lived down the evil reputation 
which inevitably results from repudia- 
tion of debts. Not only is the national 
government’s credit impaired, but the 
credit of the nation’s political subdivi- 
sions, of its business interests and en- 
terprises of all kinds, large and small, is 
affected in the money markets of the 
world. The closely interwoven fabric 
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of international credit and trade in the 
world today gives moral considerations 
greater force than legal measures. A 
nation will hesitate long and fearfully 
before repudiating its national obliga- 
tions, especially its external debts pay- 
able in other countries. For while, 
perhaps, there is no such thing as a 
technical first mortgage upon the re- 
sources and the ability of a nation to 
pay, yet its obligations, payable in 
foreign countries, have always, in fact, 
been so considered and have been the 
first to be taken care of in time of 
difficulty. 

Safety.—The advantages of govern- 
ment bonds, and especially of foreign 
government bonds, as investments are 
many, but it will suffice to mention 
only a few. First, note their safety, 
which is shown by the course of prices 
and solvency record previously stated. 
The safety of government bonds rests, 
of course, on the power of governments 
to tax their people. A government ob- 
tains its revenues for debt, service and 
other purposes by levying taxes which 
are, in effect, a first charge upon the 
wealth and income of its people. 

Ready Marketability.—Another ad- 
vantage of government bonds is their 
ready marketability. In most cases, 
government loans are made for large 
amounts and have a wide distribution 
in many markets. The investor is 
thereby assured of a broad market for 
his bonds throughout their life. If 
the issue is made negotiable in several 
countries, this marketability is greatly 
increased and, in addition, protection 
against an abrupt fall in prices in one 
market is likely to be afforded by off- 
setting conditions in other markets. 
Closely allied to this consideration is 
the advantage found in the geograph- 
ical distribution of investment risk. 
By distributing investments over the 
international field, the investor may 
give play to the law of averages and 
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neutralize the effects of violent fluc- 
tuation in his investments as a whole. 
This territorial distribution of risk has 
long been practiced by European in- 
vestors to advantage. 

High Interest Rate-—At the present 
time, another advantage to be gained 
by investment in foreign government 
bonds is the high interest return which 
can be obtained. Obligations of the 
strongest nations of Europe, payable 
in dollars, may be bought in our market 
at prices to yield as much as 9 percent or 
over. Reference to the table showing 
the price range of British Consols and 
French rentes shows that this represents 
an unprecedented opportunity. 

Aid to Foreign Trade.—One of the 
most potent arguments to be ad- 
duced in favor of investing in foreign 
loans at this time is the aid which 
they afford in offsetting the present 
huge merchandise balance of trade 
in our favor, and in making pos- 
sible further purchases of foodstuffs 
and raw materials by European coun- 
tries for reconstruction purposes. This 
phase of the subject will be discussed 
in a later section of this paper. 


America’s INVESTMENTS ABROAD 


The experience of American investors 
with foreign government bonds is of 
recent origin. Among the more im- 
portant of such issues, publicly offered 
in this country during the pre-war 
period, may be mentioned the loans 
to Mexico in 1899, 1904, and 1913; 
to Cuba in 1904, 1909 and 1914; to 
San Domingo in 1908 and 1913; to 
Argentina in 1909; to Bolivia in 1909; 
to China in 1911; and to Japan (three 
offerings) in 1905. Details as to the 
conditions which made these loans 
attractive and advantageous to the 
American public may be passed over, 
but we should note a characteristic 
common to most of them, namely, 
their international character. Most 


| 
% | 
| 
| 
- 
| 
| 
| 
* 


Foreign GoOvERNMENT Bonps 119 


of the loans mentioned were offered 
simultaneously in several foreign mar- 
kets—e.g., London, Paris and Ber- 
lin—as well as in New York. The 
bonds were made payable as to prin- 
cipal and interest, at the option of the 
holder, in several foreign currencies, 
as well as in dollars. A world-wide 
market for them was created. This 
was an important consideration in the 
eyes of investors, for assurance was 
thus given that the holders could 
always sell in the most favorable 
market. Financial depressions in this 
country would not, presumably, simi- 
larly affect the markets for such 
securities in other countries. 

According to reliable compilation, 
there had been issued in this country 
and was unmatured and unredeemed 
up to August 1, 1914, a total of 
roughly $235,000,000 of foreign gov- 
ernment bonds. It is a matter of con- 
jecture, however, as to how much of 
this total still remained, at that time, 
in the hands of our investors. Advan- 
tage had been taken of European 
markets and it is believed that most of 
these securities had found their way to 
foreign markets by the time the World 
War broke out. 

In the last five years American in- 
vestors have purchased foreign govern- 
ment bonds in large volume. In the 
first place, the necessity for the belliger- 
ent nations to conserve all their capital 
for their own use in carrying on the 
war led to the closing of their capital 
markets to countries all over the 
world, that had been accustomed to 
berrow from them. Naturally these 
borrowing countries turned to the 
United States as the only source 
of vast accumulated wealth still open 
to them. Demands of this sort were 
soon followed by the needs of the 
belligerent countries for funds with 
which to pay for their immense pur- 
chases of supplies in this country. 


Their merchandise imports from us 
were many times their exports to us. 
And they had, in a comparatively 
short time, shipped us a huge sum of 
gold—all they could well afford to 
spare, and perhaps all that we, from 
the standpoint of inflation and our 
own well-being, could well afford to 
receive. It was the part of wisdom 
for both sides to arrange credits for the 
settlement of balances growing out of 
the immense foreign purchases in 
America. The first transaction of 
this nature (except for a loan of $45,- 
000,000 to Canada in August, 1915) 
was the issuance of the $500,000,000 
Anglo-French Five Year 5 per cent 
External Loan, in October, 1915. The 
salient features of this loan are well 
known. The needs of Great Britain 
and France in this country were cov- 
ered by the proceeds of this loan until 
well into the next summer. Then both 
countries again entered our invest- 
ment market for funds, this time 
separately. And from then (August, 
1916) on, up to the time that the 
United States entered the war in 
April, 1917, bonds of the principal 
Allied powers and of other govern- 
ments were offered to American in- 
vestors almost continuously. The sum 
total of these offerings was large. The 
loans were well taken and absorbed by 
our investors. 

The table below shows, by countries, 
the amount of foreign government 
bonds held in this country before the 
war, the amounts issued and paid off 
during the war and, finally the net, 
amount outstanding at the present 
time. It should be noted that this 
compilation is restricted to foreign gov- 
ernment bonds and does not include any 
loans which have been made to prov- 
inces, municipalities, industrial enter- 
prises or bankers. Neither does it in- 
clude loans made by the United States 
government to foreign governments. 
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Foreign GoveRNMENT Bonps tn THE States 


(In thousands of dollars) 
Amount Issued August j Paid off August Amount 
Outstanding 1, 1914 to 1, 1914 to Outstanding 
July 31,1914 'November 1, 1919|November 1, 1919|November 1, 1919 
Great Britain.......... $1,517,818 $648,231 $869,587 
85,000 10,000 75,000 
25,000 25,000 
cares dé $500 25 475 
a 30,000 5,000 25,000 
Switzerland........... 45,000 10,000 35,000 
12,500 12,500* 
20,000 18,000* 2,000 
295,000 145,000 150,000 
Newfoundland. ........ 13,000 5,000 8,000 
Argentine............. 9,250 152,590 93,800 68,040 
2,200 3,400 1,279 4,321 
Santo Domingo........ 14,150 1,282 12,868 
$234,798 $2,852,375 $1,376,389 $1,710,784 
* Approximate. 


The total of $%1,710,000,000, for 
foreign government bonds outstand- 
ing at the present time in the United 
States, is subject to modification by the 
amount of such bonds as have been 
resold in foreign markets. However, 
these resales probably do not amount 
to more than $200,000,000, at the most, 
and offsetting them is the considerable 
amount of internal loans of foreign 
governments purchased by American 
investors. In any case, it is apparent 
that the private investments of the 
American people in the obligations of 
foreign governments is still small as 
compared with the investments of the 
British and French peoples in similar se- 
curities. In this connection, it should 
be remembered that our government 
has loaned about $9,640,000,000 to 
foreign governments. 


Recent TENDENCIES 


The extent to which these foreign 
government issues are listed on the 
New York Stock Exchange is limited, 
compared to the listings of similar 
securities in London and Paris. About 
forty-six issues make up the total of 
$1,718,000,000 of foreign government 
bonds outstanding here. Of these, only 
nineteen, or less than one-half, are listed 
on the New York Stock Exchange. 
The listed bonds are, for the most part, 
those issued during the pre-war period. 
Many of the loans lately floated here 
have been of short maturity and for 
that reason it has not been found 
advisable or necessary to list them. 
Of $2,852,000,000 of foreign govern- 
ment loans placed in this country in 
the period from August 1, 1914, to 
November 1, 1919, $1,376,000,000 were 
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paid off at maturity in the same period. 

Another characteristic of the war- 
time loans, which has already been 
mentioned, was the direct connection 
they had with our foreign trade. 
Almost without exception the loans 
were made to settle, in part, the export 
trade balance owing us; in other words, 
the loans were made for money spent 
in this country. 

A number of the war-time loans took 
a form which, up to that time, had not 
been used for government obligations. 
Such were the collateral loans, secured 
by deposit, with corporate trustees, of 
securities of American railroads and 
other corporations, of obligations of 
the government of the Dominion of 
Canada, of the Canadian Provinces 
and municipalities, and of the govern- 
ments of other countries, such as, Ar- 
gentine, Chile, Cuba, Norway, Sweden, 
Australia, Japan, Egypt, and India. 
Loans collateralled with such securities 
were made to Great Britain in Novem- 
ber, 1916, and in February, 1917, 
and to France in 1917. These secured 
loans matured in one or two years and 
have been paid off now, except for one 
lot of British secured notes maturing 
November 1, 1921. 

Several of the foreign government 
obligations issued during the war have 
carried a conversion privilege. For 
example, the United Kingdom of Great 
Britain and Ireland One- and Two- 
Year 5} per cent Secured Notes, issued 
in February, 1917, to the amount of 
$250,000,000, were convertible, at the 
option of the holder, at any time before 
maturity, into twenty-year 5} per cent 
bonds, payable February 1, 1937, and 
not subject to prior redemption. This 
opportunity to obtain twenty-year 
obligations of Great Britain yielding 
a high rate of interest—as compared 
with the yield formerly obtainable on 
obligations of the British government 
—was availed of by many investors 


and about $142,000,000 of the notes 
were converted. The Anglo-French 
Bonds, maturing in October, 1920, 
likewise carry a conversion privilege. 
They are convertible into fifteen to 
twenty-five-year joint and several obli- 
gations of Great Britain and France, 
bearing interest at 4} per cent per 
annum. The $100,000,000 French 
Two-Year 5} per cent Secured Notes 
issued in April, 1917, were also con- 
vertible into long term bonds. The 
holders of these notes, however, had, 
in addition, an option to take payment 
in franes instead of dollars, and they 
elected to take the profit on exchange 
when the notes fell due, in April, 1919, 
rather than to convert them. 

The foreign government loans which 
have been issued in this country since 
the Armistice was signed already show 
a tendency away from the special 
features characteristic of the war-time 
issues. In the first place, the tendency 
is toward more permanent financing, 
nearly all of the loans maturing in ten 
years or later. There is evident a de- 
sire to avoid the disadvantages of short- 
term financing, and to set the maturity 
of the loans far enough into the future 
to carry the borrowing governments 
over the reconstruction period. 

At the present time, the extremely 
low level of foreign exchange rates 
offers possibilities for profit not ordi- 
narily obtainable from investments in 
foreign government bonds. For ex- 
ample, the issue of British three-year 
notes and ten-year bonds recently 
(November 1, 1919) sold in this country 
are convertible, at the option of the 
holder, at 100 and interest, into Na- 
tional War 5 per cent Bonds, Fourth 
Series, at 100 and interest, sterling ex- 
change being computed, for the pur- 
pose of conversion, at the fixed rate of 
$4.30 to the pound. The National 
War Bonds are payable in sterling, at 
maturity in 1929, at 105 per cent. 
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Assuming that the purchaser of a $100 
three-year note at the issue price of 
$96 or of a $100 ten-year bond at 
$96.25 converted his note or his bond, 
he would receive £23: 55: 2*/5 d. 
principal amount of National War 
Bonds. As sterling exchange improves 
his profits from conversion will increase. 
If he sold the War Bonds in the London 
market at 100 he would realize $113.19; 
if he held them until paid at maturity 
at 105, he would realize $118.85, assum- 
ing, in both instances, that sterling 
exchange were at parity—$4.8665 to 
the pound. In a word, he has a ten- 
year call on sterling exchange at $4.30 
to the pound and in the meantime 
receives a handsome rate of return 
on a sound investment payable in 
dollars. 

The possibilities of profit combined 
with safe investment obtained by pur- 
chase of such securities are available 
to all buyers of bonds, and especially 
to American importers. The importer 
can, at one and the same time, invest 
in a prime security yielding a high 
return on the money invested, and can 
also obtain a call upon exchange with 
which to make payment for future im- 
portations. When sterling exchange 
improves, as in the long run it is bound 
to do, the importer who has invested in 
such securities will be able to buy goods 
in the foreign market much cheaper 
than competitors who have not made 
such investments. Of course, the pur- 
chase by American investors, at the 
present time, of the internal loans of 
the European nations, is also attractive 
on account of the prevailing low level 
of exchange rates. On the other hand, 
no promise of payment of principal and 
interest in dollars is obtained. 


Tue Prosiem or Our Foreicn 
TRADE 


America’s Export Balance.—America 
has enjoyed a prodigious foreign trade 
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—her exports for the five years ended 
June 30, 1919, amounted to no less 
than $25,500,000,000. Her imports 
were less than half of that sum. Con- 
sequently, she piled up a merchandise 
export balance slightly less than $14,- 
000,000,000. In part settlement of 
that balance, America received, of 
course, large shipments of gold. Amer- 
ican investors also repurchased a great 
amount of securities formerly held by 
European investors. But by far the 
largest part of that huge export bal- 
ance was settled by the extension of 
credit. Calculations have been made 
indicating that $11,700,000,000 was 
settled in that way, including up to 
June 30 last, $9,100,000,000 credits 
granted by the United States govern- 
ment to foreign governments. Before 
America’s entrance into the War, 
American investors had, as we have 
seen, purchased large loans of foreign 
governments issued in this country to 
pay for their purchases of goods in 
American markets. 

Government control of private busi- 
ness has now largely ceased and govern- 
ment loans to finance foreign trade 
have practically come to an end. And 
yet the excess of merchandise exports 
from the United States over imports in 
the first ten months of 1919 amounts to 
$3,388,000,000—almost a billion dol- 
lars more than in the same period in 
1918. America cannot go on indefi- 
nitely piling up such an expert balance. 
Exports will gradually contract and 
imports will gradually expand. But 
even with a gradual working toward 
equilibrium, the export balance will be 
very great for some time tocome. The 
world, and especially Europe, urgently 
needs food, clothing and a long list of 
other things. America can supply 
them. And it is important that Amer- 
ica should supply them, unless her 
manufacturers and her merchants and 
her working people are prepared for an 
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abrupt cutting off of exports and wide- 
spread dislocation of business. 

If America wants to help in the 
recohstruction of Europe, if America 
wants to continue her profitable export 
trade she will have to sell her goods on 
credit—not all, but a good part. Amer- 
ican investors—every American who 
saves—will have opportunities to in- 
vest a portion of their savings abroad. 


They will have opportunities to buy 
foreign government bonds, to lend to 
foreign business enterprises and to 
purchase equities in foreign industries. 

America may well follow in the foot- 
steps of the older countries in the field 
of foreign investment. Along that 
path, America will discharge her duties 
and her capacity for universal service, 
not without profit to herself. 
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Foreign Corporate Bonds in the American Market 


By Arrnuur J. RosenrHau 
Bernhard, Scholle and Company, New York City 


Tue Frnanciat Position OF THE 
Unitep Srates 
T is almost a truism to state that 
the position of the United States, 
economically and financially, has com- 
pletely altered as the result of condi- 
tions created by the World War. From 
an economic point of view, the United 
States is now the one great country of 
the world that has in abundance those 
commodities necessary for the rehabili- 
tation and reconstruction of devastated 
Europe, and for the up-building and 
development of other less advanced 
countries. Financially, the United 
States is the one remaining large 
country with sufficient liquid capital 
to finance not only its own needs but 
those of other countries as well. 

The speeding up of production in 
the United States during the past few 
years has been so tremendous that a 
reservoir of liquid wealth has been 
created such as was deemed incredible 
a few years ago. It is not so many 
years since, when the reproduction of 
capital in the United States was not 
sufficiently large to satisfy the growing 
demands of industry and commerce in 
our own country, that a large amount 
of foreign capital had to be utilized 
for the development of our industries. 
Our sales of commodities to foreign 
countries and the liquidation of our 
indebtedness to foreign creditors have 
completely reversed the situation. In 
other words, we are now in a position, 
from a material point of view, to 
embark upon a policy of foreign 
investment. Political and humani- 
tarian considerations urge us forward. 
It therefore remains to examine such 
a policy from a practical point of view 
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and to determine what steps are 
necessary to attract the interest of 
American investors to foreign govern- 
ment and corporate issues. 


Extent or Foreign Loans IN 
AMERICA 


Some progress has already been 
made in the direction indicated. In 
December, 1913, out of some 2,200 
securities quoted on the New York 
Stock Exchange, there were fifteen 
foreign issues and practically all of 
these were the obligations of foreign 
governments or municipalities. Since 
that time a number of our allies have 
placed large loans in this country. A 
few neutral countries have also placed 
their issues here and, in addition, 
substantial amounts of capital have 
been contributed for the financing 
of foreign commercial needs through 
acceptance credits and other credits 
arranged with our banks. The vol- 
ume of such loans in the aggregate 
has been quite substantial, but from 
the point of view of diversity of issues, 
very little headway has thus far been 
made. The New York market, in the 
strictest sense, is still a domestic mar- 
ket. It has not yet become an inter- 
national money market where foreign 
nations and particularly foreign cor- 
porations habitually apply for their 
funds, and, therefore, in rio sense does 
it compare with the older established 
markets abroad, such as London, 
where, according to available statistics, 
in 1913 practically 47 per cent of all 
the issues dealt in were foreign issues. 

It is therefore obvious that thus far 
only a portion of what is required in 
the nature of international financing 
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has been accomplished. As has been 
pointed out before, we are the only 
great country whose capital the rav- 
ages of war have not impaired to any 
appreciable extent. Unless, therefore, 
we are willing to pursue a policy of 
isolation, willing to wash our hands of 
the responsibility of placing a devas- 
tated world upon its feet, willing to 
look out for our own immediate needs 
first, and for those of the rest of the 
world afterwards, we shall be obliged 
to take active measures to participate 
in international finance to an extent 
never before realized. It is not only 
these considerations, however, which 
urge us forward upon a policy of in- 
creased participation in international 
finance. 


Tue Wispom or Foreicn INvEst- 
MENTS 


Commercial Advantage 


The development of our industries, 
from a quantitive point of view, as 
well as from the point of view, of 
technique, has been amazing during 
the past few years. The production 
of our commercial and _ industrial 
corporations is probably much more 
than sufficient to supply our normal 
present domestic needs. It is there- 
fore evident that unless we find other 
markets for our increasing production, 
we will be faced with the necessity, 
when Europe begins to find itself again, 
of curtailing our production and with 
the consequent disarrangement of the 
economic life of the country that such 
a step would entail. 

We must lend financial aid to other 
countries, if only for the purpose of 
fostering our own industries. There 
have been those who have taken the 
position recently that the lending of 
money to foreign governments or 
corporations or individuals does not 
mean that such funds will necessarily 
be spent in this country for the purpose 


of purchasing our products, and it has 
been pointed out in this connection 
that the developments in Europe for 
a decade prior to the war are ample 
proof of the soundness of their views. 
England and France during that pe- 
riod were by far the heaviest investor 
in foreign securities. Germany in- 
vested relatively a small a:nount, and 
yet, during this same period the for- 
eign commerce and trade of Germany 
increased to a greater extent than that 
of either of her two riva's. 

It is therefore argued that a similar 
development may very well occur in 
this country. In other words, that 
we will lend our capital but reveive no 
advantages in the way of increased 
foreign trade. It is essential in analyz- 
ing this contention that we bear in 
mind the changed conditions existing 
at the present time as compared with 
those existing prior to the war. 

We are the only nation that can 
supply many of the most necessary 
commodities in anything like the 
requisite quantity. Foreign govern- 
ments and corporations, whether they 
like it or not, will be compelled to make 
their purchases in this market. It 
is not a question of choice. It is a 
matter of absolute necessity. That 
this situation may change at some 
time in the future is quite possible, 
but in the meantime, present condi- 
tions will make it possible for the 
United States to reap, as it were, the 
entepreneur’s profits, and the foothold 
which she obtains, in addition, in the 
foreign markets of the world she should 
be able to maintain, at least in part, 
even under changed conditions. 

Apart from the collateral commer- 
cial advantages to be derived by this 
country from a policy of increasing 
participation in foreign investments, 
there are certain direct and very im- 
portant advantages which this coun- 
try will derive from such a policy. 


Advantages of Diversified Investments . 
It is an old axiom that “it is not well 
to put all one’s eggs in one basket.” 
If this country is able to develop and 
maintain a great body of private in- 
vestors, whose holdings are diversi- 
fied and whose interests reach out over 
the entire world, our financial structure 
will be a great deal sounder than it 
would be if our holdings of securities 
were purely domestic. While the de- 
velopment of means of communication 
and of closer commercial relations has 
brought the various countries of the 
world more closely together than they 
were formerly, and while the economic 
conditions prevailing in any one part 
of the world are usually reflected 
throughout the entire world, it is 
undeniable that periods of local depres- 
sion and unsettlement of business in 
one country may exist without having 
exactly the same conditions in other 
countries. A diversity of interests on 
the part of the American investor, 
therefore, will mean a great stability 
of return and a sounder condition in 
our investment structure. 

Another advantage to be considered 
is that such diversity of investments 
is in the nature of an insurance for 
the nation. One of the reasons Great 
Britain was able to get on her feet so 
quickly after the first shock of the 
outbreak of the World War was that 
she was able to mobilize her invest- 
ments in American securities and re- 
sell them to us, thus obtaining funds 
and credit which would not have been 
available through any other means. 
At that time her home securities were 
practically unsalable; her security in- 
vestments in allied, and of course in 
hostile countries, were frozen, but she 
had sufficient quantities of American 
securities to enable her, through their 
liquidation, to withstand the initial 
shock. 

That a similar condition may arise 
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in the future in this country is well 
within the bounds of belief, and for 
this reason, if for no other, it would 
seem to be the part of foresight and 
wisdom, to have in this country at all 
times a sufficient amount of securities 
of other countries to enable us, in times 
of stress, to turn at least a portion 
of our investment holdings into cash. 

Considerations of humanity and of 
self-interest both, therefore, seem to 
dictate that the American investor 
shall in the future take a greater 
interest in the securities of foreign 
governments and corporations than he 
has heretofore. But it remains to be 
seen how the American investor can 
be reached and how foreign invest- 
ments can be made sufficiently attract- 
ive, particularly such issues as foreign 
corporate bonds. 


INVESTMENT CONDITIONS IN EvuRO- 
PEAN MARKETS 


In forming any opinion in this 
matter, it will be helpful to examine 
the situation prevailing in the older 
European markets with a view to de- 
termining whether the conditions 
there are likely to be duplicated 
here. 

There are no exact statistics avail- 
able of the holdings of foreign securi- 
ties in the three European countries 
that were financially most important 
prior to the war, namely, England, 
France and Germany. From esti- 
mates which have been made and from 
opinions expressed by financiers and 
scientists in Europe prior to the war, 
it is evident that the most active 
market for foreign securities was 
London. Relatively, however, France 
had the greatest security interests in 
foreign countries, that is to say, a 
relatively larger portion of her natural 
wealth was invested in foreign securi- 
ties than in the case of England, while 
Germany, both relatively and abso- 
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lutely, had the smallest interest in 
securities of this class. 

France.—An estimate was made in 
1903 by the French minister of foreign 
affairs to the effect that at that time 
the investments of France in foreign 
securities and enterprises amounted to 
thirty billions of francs, and were 


distributed as follows: 

Countries Billions of Francs 
North America, including Mexico . 1.1 
Central America . 38 
South American and Pacific Occan . 7 

29.9 


This would mean that around that 
time about one-third of the national 
wealth of France was invested abroad. 

At the end of the year 1910 there 
were approximately 1,390 securities 
listed in the official part of the French 
quotation sheet, of which a little more 
than 40 per cent were foreign issues. 
Among these foreign issues, more than 
66 per cent were those of governments, 
municipalities, etc., while of the foreign 
corporate securities, constituting about 
35 per cent of all foreign securities 
listed, the vast majority were railroad 
bonds. 

England.—Similar statistics are not 
available for the two other principal 
European financial countries, viz., Eng- 
land and Germany. Consequently 
the only figures available that will 
tend to furnish an approximate illus- 
tration of the situation are those re- 
ferring to the securities listed on the 
respective stock exchanges, although 
these, of course, by no means comprise 
all the foreign securities held in these 
countries. Approximations, however, 
are sufficient for our specific purposes. 

The total foreign securities listed on 
the London Stock Exchange in 1914 
amounted to a somewhat larger pro- 
portion than in France, being approxi- 


mately 47 per cent of all issues listed. 
However, among the foreign securities 
themselves the relation was entirely 
different. Only approximately 28 per 
cent of these foreign securities were 
those of governments, municipalities, 
etc., while the remainder was consti- 
tuted by corporate securities, about 42 
per cent being those of railroads and 
public utilities, and about 30 per cent of 
industrial enterprises. The corporate 
securities were about equally divided 
between shares and bonds, the bonds 
being a trifle more numerous. How- 
ever, among the industrial securities 
there were practically no bonds, their 
total aggregating about 8 per cent of 
all foreign securities listed in London, 
while the railroad and public utility 
bonds constituted about 28 per cent. 
Germany.—As is evident from pre- 
vious remarks, the official quotation 
sheet of Berlin contained by far fewer 
foreign securities, viz., about 17 per 
cent. Among the foreign . securities 
there were about 60 per cent of foreign 
states, municipalities, ete., about 33 
per cent railway bonds, and only about 
7 per cent shares, chiefly of railways 
and a few banks, while there were prac- 
tically no securities of foreign indus- 
trial enterprises other than railways. 
From the statistics above mentioned, 
it is evident that the bulk of the foreign 
financing which has been done in the 
three chief European money markets 
has been accomplished primarily by 
the placing of foreign government or 
semi-government issues, railroad bonds 
and by corporate shares, while foreign 
corporate bonds, other than railroad 
bonds, have been used to a compara- 
tively slight degree only. It is also 
evident that a considerable portion of 
it was dictated by political considera- 
tions. Arguing entirely from these 
premises, therefore, it would seem as 
though the opportunity for the intro- 
duction of foreign corporate bonds in 
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this market was not as great as that 
for government issues or speculative 
shares or bonds. 

On the other hand, it must be borne 
in mind that we are living at the 
present time under entirely different 
conditions from those prevailing prior 
to the war. These changed conditions 
must be taken into consideration in 
arriving at a conclusion regarding the 
possible course that the introduction of 
foreign issues in this market will take. 


Bonp Buyers tn THE UNITED STATES 


We have in this country a compara- 
tively small body of investors in cor- 
porate bonds outside of the so-called 
capitalistic class. The average man 
in the past has not bought securities. 
He has deposited his funds in banks 
and savings banks or has saved through 
the medium of insurance, if he has 
saved at all. The result is, that the 
great mass of corporate bonds held in 
this country are held by banking 
institutions, insurance companies and 
other similar corporations. The ap- 
peal must now be made direct to the 
investor himself. This has been made 
much easier because of the great 
amount of educational work that was 
done in connection with the flotation 
of the various Liberty Loan issues. 
A tremendous number of individuals 
are now owners of United States 
government bonds who in the past 
never owned any securities. Very 
likely because of this we shall find a 
direct demand on the part of the 
private investor for corporate bonds 
such as has not existed heretofore. 

Even if this demand should develop, 
however, it is by no means certain 
that any material portion of it can be 
diverted into foreign issues. The rate 
of return afforded by our domestic 
corporate bonds is so substantial at 
the present time that the investor does 
not feel attracted by the slightly higher 
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yield to be obtained on foreign issues. 
Other things being equal, he will pre- 
fer to have his money invested in 
securities with the nature of which he 
is somewhat familiar. Therefore, until 
domestic corporate bonds yield less 
than they do at present or until foreign 
corporate bonds yield more, it is 
probably not in strictly investment 
foreign corporate bonds that the 
American investor will take his initial 
plunge into foreign corporate securities. 
It is to another class of investor (for 
he is an investor just as surely as the 
“rentier”) namely, the speculator or 
pioneer that we shall probably have 
to look. 


The Speculative Investor 


This type of investor is not inter- 
ested in increasing his income by one or 
two per cent. He is willing to risk 
in order to reap larger profits and, 
naturally, will not ordinarily buy 
bonds or fixed income bearing obliga- 
tions of established industries, at 
least, not for all of his fortune. For a 
part, and sometimes for all, he prefers 
securities that carry the possibility of 
considerable enhancement in capital 
value. The economic progress in new 
parts or long neglected parts of the 
world, has been due to this type of 
investor. Without him the phenome- 
nal development of our own middle 
west and far west within less than one 
lifetime, would have been utterly 
impossible. The same is true of the 
progress that has been made, for 
instance, in some parts of South 
America during the last two decades, 
and the same will be true in the case 
of the tremendous territories now 
dormant, in the sense of modern 
economic life, such as China, Siberia 
and others. 

The history of foreign investment 
markets bears ample testimony to the 
fact that it was the same class of 
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investor who first took an interest in 
foreign corporate securities. It has 
generally been true that the original 
issues of other than home securities 
in any financial market, outside of gov- 
ernment or quasi-government obliga- 
tions, such as appeal to the “rentier,” 
have been of such a nature that they 
carried with them an opportunity for 
considerable profit rather than a fixed 
return. Subsequently, as a _ given 
proposition or a given country became 
better known and more developed, it 
was possible to place bonds or fixed 
income bearing obligations with the 
small investor, but usually this was 
only after the pioneer had blazed the 
trail. 

Facrors Favorinc Foreign Corpo- 

RATE Bonps 


Exchange Rates.—The situation likely 
to govern the introduction of foreign 
corporate bonds in this country in 
the near future is, however, entirely 
different to the conditions which have 
prevailed in the past in the older 
countries abroad. We are living in 
this country in a period that is unique 
in the history of the world, in that we 
have never before witnessed such a 
relatively high value of the dollar as 
exists today, that is to say, such a 
depreciation in the moneys of other 
countries. The pound sterling is sell- 
ing at approximately 30 per cent dis- 
count, the franc at about 65 per cent 
discount, the lire at about 72 per cent 
discount and the mark at about 95 
per cent discount, while Austrian 
kronen are selling at even greater 
depreciation. Because of this situa- 
tion it becomes possible for the Ameri- 
can investor to purchase the fixed 
interest bearing obligations of foreign 
countries or of well established enter- 
prises located in well developed coun- 
tries at a price in American dollars 
which should in the long run show a 


considerable profit upon his original 
purchase. 

The American investor who today, 
for example, purchases the soundest 
corporate bonds of English enterprises, 
the interest on which has been paid 
for many years, will have an addi- 
tional profit of approximately 45 per 
cent on his investment when exchange 
again becomes normal. The investor 
in securities in other countries would, 
as has been shown, have an even 
larger profit by virtue of a return of 
exchange rates to normal. 

It would seem, therefore, as though 
the opportunity were ripe for the 
introduction in this country of foreign- 
corporate bonds at the present time, 
an almost absolute assurance that 
they would appeal to the American 
investor, provided he were thoroughly 
informed of the nxture of the security 
and the possibilities of such invest- 
ments. This is particularly true be- 
cause, as has been pointed out, the 
depreciation in exchange is such that 
the purchase of investment issues 
abroad will appeal to that type of 
investor who wishes to make more than 
a fixed return upon his money. 

Interest Rates—One of the things 
which has hitherto retarded the intro- 
duction of this type of security in the 
American market has been the fact 
that it has been possible for European 
industries to borrow money more 
cheaply in their own markets than 
they could in this country. It has 
been true, in most of the countries of 
Europe, even during the war, that 
interest rates were lower than they 
were here. There was, therefore, no 
incentive for the foreign corporations 
to come to the American money mar- 
ket, nor was there any incentive for 
the American investor to place his 
money abroad, owing to the fact that 
he was able to obtain securities with 
which he was familiar that returned a 
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better yield on his money. Up until 
recently, the various foreign exchanges 
had not depreciated to such a con- 
siderable extent, and therefore this 
element of attraction, also, was lacking. 

This situation is, however, in proc- 
cess of change. The depreciation in 
foreign exchange above referred to, 
and the desirability of obtaining credits 
in the United States for the purchase 
of commodities has made it exceedingly 
desirable for foreign corporations to do 
at least a portion of their borrowing in 
the American market. For such bor- 
rowings, the present condition of the 
exchange market makes it possible 
for them to pay a considerably higher 
rate of interest than they could under 
normal conditions, and a considerably 
higher rate of interest than American 
corporations could afford to pay for 
similar loans. There is, therefore, 
every prospect that for this reason, if 
for no other, foreign corporations will 
compete with domestic concerns for 
capital in the American money markets. 

European Interest Rates.—Moreover, 
since the end of the war there has been 
an upward movement in interest rates 
throughout Europe so that the level 
there at the present time is approxi- 
mately that prevailing in this country 
or higher. Owing to the tremendous 
demand for capital and credit arising 
from the process of rehabilitation and 
reconstruction, it is practically a fore- 
gone conclusion that interest rates in 
the European money markets will 
advance still further. It will then 
become profitable for foreign indus- 
tries, other than those requiring dollar 
credits, to turn to the American money 
market. It will then become necessary 
for them also to compete with our 
domestic issues, and this should bring 
about an increase in the interest return 
to the American investor which is 
certain to arouse his interest. When 
this situation is considered in con- 
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junction with the possibilities arising 
from the depreciated condition of 
foreign exchange, it would seem as 
though we had arrived at a place 
where we were about ready to consider 
actively the possibility of introducing 
foreign corporate issues here. 


Pusuic Interest IN ForeIGN 
SITUATIONS 


“In order to obtain the best possible 
results, it will be necessary that the 
American investor be fully informed 
of the nature of the security which is 
offered him, of the conditions prevail- 
ing in the countries containing the 
industries whose securities are being 
offered, and, in general, that he should 
become familiar with the exact status 
of his proposed investment. 

For this, it will be necessary to have 
the newspapers and other publications 
of this country give a great deal more 
space and attention to foreign condi- 
tions than they have heretofore. One 
of the results of the Great War has 
been to arouse the interest of the 
American people in the doings of other 
lands and to increase their fund of 
information regarding various foreign 
governments and the conditions pre- 
vailing in other countries. This state 
of mind of the American people, if it 
is fostered by responsible publications, 
should lead to a more exact knowledge 
of conditions in foreign countries, and, 
therefore, to a greater interest in the 
securities originating there, and this 
should be one of the elements which 
will make possible an increasing par- 
ticipation by American investors in 
foreign securities. 


Tue Investor AND ForeEIGN 
SECURITIES 


There is another development which 
has come about recently which should 
tend to bring about an _ increased 
participation of American capital in 
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international finance. Even granted 
that the average American investor is 
fully informed of the relative merits of 
foreign securities, it still remains true 
that the investor of moderate means 
has not a sufficient amount of capital 
at his disposal to diversify properly his 
risks. It may very well happen that 
one or two of a stated number of foreign 
investments turn out to be worthless. 
On the other hand, if an individual's 
holdings are sufficiently diversified he 
will still be in a position to reap 
substantial profit on his total holdings, 
by virtue of the fact that the remainder 
return him an unusual profit. Some 
means should, therefore, be devised to 
enable the small investor to diversify 
his holdings. A beginning has already 
been made here in the formation 
of investment companies, the purpose 
of which is to purchase foreign securi- 
ties, something along the lines of the 
Scottish investment trusts. The Scot- 
tish investment trusts usually issued 
their own obligations to their investors 
and with the proceeds thereof pur- 
chased the obligations of foreign gov- 
ernments and foreign industries, so 
diversifying their holdings that the 
risks were comparatively slight and the 
possibilities for profit considerable. 
Several similar companies have been 


formed recently or are in process of 
formation, and the prospects are that 
a great many more will ultimately be 
brought into being, thus providing the 
somewhat indirect but very important 
method of enabling the small investor 
to participate in foreign investments 
on a rather safe basis, namely, by secur- 
ing a diversification of interests and 
selection based upon expert knowledge. 

From the evidence that has been 
adduced, it would seem as though the 
time were at hand when the American 
investor can and will purchase foreign 
corporate securities. The stage is 
set. That there are still many obsta- 
cles to be overcome is undeniable; 
that a vast amount of educational 
work must be done is evident. The 
process of orientation in the light of 
changed conditions will of necessity 
be gradual, but we will find ourselves 
ultimately. To this end we will 
require the utmost codperation by all 
far-seeing elements of the country. 
Nationalism and internationalism in 
finance are not two opposed and hostile 
ideas; they go hand in hand; and this 
is the doctrine that must be preached 
and accepted if America is to seize 
and hold her rightful heritage—the 
material and moral leadership in 
world affairs. 
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Canadian Bonds 


By G. A. Macpnerson 
Member of A. E. Ames and Company, Toronto, Ontario 


Common INveEsTMENT INTEREST BE- 
TWEEN CANADA AND THE UNITED 
STATES 

R a long period of years pur- 
chasers of securities (both spec- 
ulative and investment) in North 
America have been buying govern- 
ment, municipal and corporation secur- 
ities without much regard to interna- 
tional boundaries. In practically every 
crossroads town in Canada, you will 
find owners of securities of some of 
the following: United States Steel Cor- 
poration, Great Northern Railway 
Company, Northern Pacific Railway 
Company, New York Central Rail- 
road Company, Pennsylvania Railroad 
Company, Erie Railroad Company, 
Twin City Rapid Transit Company, 
and other well known Corporations. 
Neither is it an uncommon thing to 
find United States investors who are 
owners of securities of some of the 
following: Canadian Pacific Railway 
Company, Canadian Northern Rail- 
way System, Grand Trunk Railway 
Company of Canada, Dominion of 
Canada, the various Provinces and 
all the larger Canadian Cities, as well 
as a large number of corporations 
such as, Shawinigan Water & Power 
Company, Montreal Light, Heat & 
Power Consolidated, Montreal Tram- 
ways Company, Nova Scotia Steel & 
Coal Company Limited, etc. These 
holdings indicate that there is a com- 
mon investment interest between peo- 
ple in Canada and the United States. 


Reasons ror Inrer-RELATION OF 
Security Ho.pines 


The ordinary observer may assign 
sentiment as the main reason for this 


inter-relation of security holdings, but 
sentiment alone would be, in our esti- 
mation, a frail foundation for any 
permanent progress in this connection. 
We believe that the reasons for this 
common interest are sentiment, trade 
relations and _ satisfactory security 
values. 
Sentiment 

It would be a rash man who, today, 
would undertake, in either Toronto or 
New York, to separate by casual ob- 
servance United States citizens from 
Canadian citizens. We nearly all 
speak the same language, wear the 
same kind of clothing, eat the same 
style of food and use the same cus- 
toms and manners, as a large per- 
centage of both countries are of An- 
glo-Saxon ancestry. Practically every 
Canadian summer resort is well patron- 
ized by United States citizens, and Ca- 
nadians by the thousands spend several 
winter months in California and the 
Southern Atlantic States. 

We may even say that we think 
alike, the most conclusive evidence of 
this being the fact that in 1915 we com- 
memorated the one hundredth anni- 
versary of peace between the United 
States and Canada, countries which 
adjoin for approximately four thou- 
sand miles without a single border fort. 
During the time that the Canadian 
Army, for overseas service in the Great 
War just finished, was recruited under 
the volunteer system, there were so 
many volunteers from various sections 
of the United States that it was found 
advisable to form a separate unit, 
which was called the “American Le- 
gion.” ‘Theserelations were more firmly 
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Year Canadian a. Imports Total Trade 
Total Trade to U.S. from U. S. with U.S. 

144,811,000 37,228,000 21,697,000 58,925,000 
159,623,000 29,566,000 28,193,000 62,696,000 
209,514,000 36,213,000 51,365,000 92,814,000 
465,242,000 70,426,000 152,431,000 240,142,000 
677,191,000 104,199,000 217,502,000 336,652,000 
759,147,000 104,115,000 274,844,000 404,331,000 
862,799,000 102,041,000 330,428,000 476,889,000 
CONE, 1112,690,000 163,373,000 395,565,000 611,245,000 
1078,248,000 173,320,000 296,632,000 644,026,000 
1424,949,000 201,106,000 $70,496,000 718,918,000 
2249, 195,000 280,616,000 664,219,000 1164,502,000 
2564,484,000 417,233,000 791,906,000 1247,501,000 


cemented by the entrance of the United 
States into the Great War on the side 
of the Allies. 


Trade Relations 


With such pleasant relations exist- 
ing between the United States and 
Canada, one would expect to find a 
great interchange of trade. This is, 
indeed, the exact situation and the 
growth of this trade is shown in the 
following table. 

The foreign trade of Canada in 1918, 
with a population of seven and one- 
half millions, exceeded by over $100,- 
000,000 the foreign trade of the United 
States in 1904 with a population of over 
seventy-five millions. The trade of 
Canada with the United States in 1918 


exceeded by over $90,000,000 the 
foreign trade of the United States in 
1879 with a population of over fifty 
millions. Canadian purchases in the 
United States in 1918 exceed by over 
$87,000,000 the foreign trade of the 
United States in 1869 with a popu- 
lation of over thirty-eight millions. 
Over half of Canada’s trade is with 
the United States. 


Satisfactory Security Values 


The experience of United States in- 
vestors who have been purchasers of 
Canadian government, provincial and 
corporation bonds, has been very fa- 
vorable, in fact, much more favorable 
than their experience with their own 
securities. As a result, the volume of 


Year Sold in Sold in the Sold in the Total 
Canada United Kingdom U. S. 

$35,149,000 $85,621,000 $9,256,000 $134,874,000 
ET Tee 23,304,000 26,563,000 4,118,000 53,987,000 
Ee 24,585,000 165,455,000 6,316,000 196,356,000 
60,433,000 194,356,000 10,367,000 265,158,000 
39,296,000 188,070,000 3,634,000 231,000,000 
44,989,000 204, 269,000 17,553,000 266,812,000 
45,603,000 277,470,000 50,720,000 373,795,000 
114,275,000 41,175,000 178,606,000 335,106,000 
546,330,000 5,000,000 174,708,000 726,039,000 
727,446,000 14,600,000 33,310,000 775,356,000 
716,000,000 150,000,000 876,000,000 


(1 month estimated) 
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Canadian bonds sold in the United 
States, as shown in the preceding table, 
has considerably increased over a period 
of years. 

With all the effort that is being made 
to educate the United States investor 
to buy foreign bonds for the purpose 
of extending credit to foreign nations, 
you very seldom see included in the 
list of these foreign nations, the 
name of Canada. It has become 
a settled conviction with the financial 
houses of the United States that 
any reasonable amount of money 
required by the government of the 
Dominion of Canada, or any of her 
provinces or large cities, or any of 
her satisfactory corporations, can be 
readily secured in the United States, 
providing the issues are framed to 
suit market conditions. 


CANADIAN FINANCE DurRING THE WAR 


As a result of the well organized war 
effort of the Canadian people, the 
Canadian Army made a record of 
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which Canadians may well be proud, 
and Canadian industry adjusted itself 
to war conditions so readily that a 
very enviable record for quality, speed 
and certainty of supply was made in 
the manufacture of munitions. Great 
as were these two achievements, Can- 
ada’s best record was made in finance, 
as previous to the war approximately 
87 per cent of all Canadian bonds were 
sold outside of Canada and only 18 
per cent marketed at home, while it is 
estimated that in the year following 
the war (1919) 83 per cent were pur- 
chased by Canadian investors. 

In addition to the purchase of the 
new issues, a great volume of the issues 
which had been sold originally in the 
English market, has been repurchased 
and redistributed in Canada; so that 
considering the present purchasing 
power of the Canadian investor, the 
extension of Canada’s foreign trade 
and her all round development, it 
would not be surprising if, during the 
next ten years, she should become a 
creditor instead of a debtor nation. 


INVENTORY OF THE NaTionaAL WEALTH OF CANADA 


Items Estimated 

Present Value 

Manufactures—Plant and working capital... ...... 2,000,000,000 

Real Estate and buildings in cities and towns (based on assessments of 140 localities) — 3,500,000,000 

Coin and bullion—held by Receiver General......... 119,000,000 

1,621,028,000 

39,000,000 
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PROVINCIAL STATISTICS 
Area Total Debt Net Debt 
Popula- E 
Alberta.......... 529,000] 255,285! $31,500,200] $59.54 | $16,246,149 | $30.71 | $9,527,424) $8,303,806 
British Columbia .| 392,480} 355,855| 27,751,936 | 70.25 | 23,362,652 | 59.53 | 8,882,846] 8,073,565 
Manitoba........| 613,000] 251,832] 35,870,870 | 58.51 | 14,623,802 | 23.86 | 7,631,598| 7,308,680 
New Brunswick...| 351,889] 27,985] 18,163,089 | 51.62 | 11,167,929 | 31.74 | 3,092,211) 3,665,283 
Nova Scotia. ..... 492,338} 21,428] 13,362,706 | 27.14 | 12,874,426 | 26.15 | 2,304,076] 2,849,842 
Ontario.......... 2,523,274| 407,262) 75,645,917 | 29.98 | 74,554,055 | 29.55 | 19,270,123] 17,460,404 
Pr. Edward Island| 93,728} 2,184 818,000 | 8.72 673,767 | 7.18 501,293} 523,617 
Quebec. ......... 2,380,042] 703,653| 39,827,769 | 16.73 | 38,015,654 | 15.97 | 13,806,390] 11,423,497 
Saskatchewan ....| 733,660] 251,700] 29,990,906 | 40.88 | 16,831,201 | 22.94 | 8,278,465) 6,884,534 
Marker ror CANADIAN SECURITIES 
x s due February, 
IN THE UNITED STATES 5's due October, 1980 
In connection with the marketing 5’s due April, 1922 
of Canadian securities in the United 6's due February, 1928 
States, practically every United States prince New 
Bond House of any importance has, at 5}’s due May, 1922 
one time or another, been interested 4}’s due December, 1925 
in Canadian issues. During the last 
ten years the Dominion government i's due December, 
and every province, with the exception Province of Nova Scotia 
of Prince Edward Island, and practi- 5's due January, 1926 
cally every large Canadian city has Province of Ontario 
made at least two issues, and some 5’s due February, 1920 
many more, in the United States. Some an yo poe a 
of the best known and most traded in 4's due April, 
a 5’s due January, 1922 
Canadian issues are as follows: 5}’s due August, 1924 
Dominions 4}’s due May, 1925 
5’s due April, 1921 4’s due March, 1926 
5’s due April, 1926 6’s due February, 1928 
5’s due April, 1931 54's due December, 1929 
5}’s due August, 1921 54's due September, 1929 
54's due August, 1929 
5’s due March, 1937 P of 
and various internal issues payable in Canada 5's due April, 1920 
only. 5’s due June, 1926 
Province of Alberta Province of Saskatchewan 
5's due August, 1922 5's due October, 1925 
44's due December, 1923 4's due July, 1923 
5’s due February, 1924 5’s due December, 1920-1925 
5’s due May, 1925 4}’s due July, 1926 
5’s due May, 1926 5’s due May, 1926 
6’s due August, 1928 6s due July, 1938 
Province of British Columbi 5's due April, 1939 
44's due December, 1925 Municipal 
due July, 1926 Toronto—4’s, 4}'s, 5's, and 5}’s various 
5's due July, 1939 maturities 
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Montreal—6's due May, 1923 
5's due May, 1936 
5's due November, 1956 
Winnipeg—5's due October, 1926 
Ottawa—5's various maturities 
Greater Winnipeg Water District 
5’s due April, 1920 
5's due July, 1921 
5's due July, 1922 


Canadian Pacific Railway notes, 6’s due 
March, 1924 

Canadian Pacific Railway Equipment, 4}'s 
due January, 1920, 1928 

Grand Trunk Railway Equipments, 

Canadian National Railway Equipments, 

Montreal Light Heat & Power, 4}’s due 
January, 1932. 

Shawinigan Water & Power, 5's due Jan- 
uary, 1934 

Cedar Rapids Manufacturing & Power 
Company, 5's due January, 1953 

Laurentide Power Company, 5’s due Jan- 
uary, 1946 

Toronto Power Company, 5's due July, 1924 
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Electrical Development, 5’s due March, 
1933 


Montreal Tramway, 5's due July, 1941 

Dominion Power & Transmission, 5's due 
April, 1920, 1932 

Dominion Glass Company, 6's due June, 
1933 

Bell Telephone of Canada, 5's due April, 
1925 


The concrete evidence of a grow- 
ing interest in Canadian securities in 
the United States is shown in the 
establishing, in Canada, of branches of 
three of the largest United States bond 
houses. With the number of issues 
regularly traded in becoming greater 
year by year, and more United States 
bond houses establishing branches in 
Canada as well as Canadian firms 
establishing branches in the United 
States, we believe that prime Cana- 
dian securities will in a few years be 
one of the most popular forms of 
investment in the United States. 


| 5's due February, 1923 | 

6's due August, 1923 

6's due January, 1924 

Corporations 
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Latin American Securities 


By S. Kies 


Formerly Vice-President of The National City Bank of New York and of the American 
International Corporation, now of Aldred and Company 


Foreign Markets AND INVESTMENT 
the last five years we 

have heard much about the 
necessity of developing a market in the 
United States for foreign securities. 
Just before the war the country had 
awakened to the fact that the capacity 
of our manufacturing plants was in 
excess of our domestic demands, and 
that in order to insure the industrial 
prosperity of the United States it was 
necessary to develop foreign markets. 
Those who gave study to the subject 
saw immediately that permanent mar- 
kets must be built upon the foundation 
of foreign investments; that the reason 
why England and Germany controlled 
the larger part of the South American 
trade lay in the fact that these coun- 
tries had invested something over four 
billions of dollars in the securities of 
the South American Republics, and 
that the enterprises controlled through 
these investments became permanent 
users of English and German supplies. 
Usually, too, the government loans 
made contained a provision that the 
proceeds of the loan were to be ex- 
pended in the country making the 
investment. 

The passage of the Federal Reserve 
Actin 1913 opened the way for branches 
of American banks abroad, and through 
these agencies, and the development of 
organizations like the American In- 
ternational Corporation, the instru- 
mentalities were created for the inves- 
tigation of foreign investment business. 


Foreign InvesTMENT BANKING 


The World War threw out of gear 
the mechanism of international ex- 


change. It shut off from South Amer- 
ican countries their financial markets, 
and made it impossible for them to 
obtain any further credit in Europe. 
Foreign investment banking was a new 
field for the American banker. It 
required investigation and study, and, 
more than that, successfully to handle 
foreign investments, required a market 
in the United States. The American 
investor, in the past, has had plenty of 
opportunities for investment in his 
own country, and, as a matter of fact, 
we ourselves drew upon Europe for the 
development of our own resources. 
The only considerable amount of 
American money invested in a foreign 
country was that which was placed in 
Mexico, and the unfortunate experience 
of our investors in that country has 
resulted in a lack of enthusiasm among 
our investors for foreign securities 
in general, especially in countries 
concerning which our knowledge is 
limited. 

Sound banking practice demands 
that the resources of our national and 
state banks should be liquid. This 
precludes our banks making long term 
loans to foreign countries. If we are 
to make these foreign investments, 
they must be distributed among the 
investors of this country, and this 
necessitates a campaign of eduéation. 
The process of educating our investors 
to the importance of making foreiga 
investments is a difficult one, and while 
much work has been done along this 
line in the last few years, the great 
task is still before us if real results are 
to be accomplished. 


137 


| 
4 


INVESTMENT OF THE UNITED STATES 
Soura AMERICAN SECURITIES 


I have been asked to write specif- 
ically of South American securities. 
The layman may have an idea that a 
great deal has been accomplished in the 
making of a market for South Ameri- 
can securities, due, probably, to his 
having read so much on the subject 
and to having heard the matter dis- 
cussed at commercial association and 
trade meetings. As a matter of fact, 
very little progress has, up to the pres- 
ent, been made, if progress be measured 
by the amount of securities placed. 

In the early days of the war (May, 
1915) the Argentine floated $25,000,- 
000 of three-year notes. This was 
followed later by a short term accept- 
ance credit. The City of Sao Paulo, in 
Brazil, made a loan in this market 
in 1915, which has recently been funded 
into a larger loan of $8,500,000. The 
City of Rio de Janeiro, in May of this 
year, arranged for a $10,000,000 serial 
loan (1922-1930) the proceeds of 
which are to be used for funding 
existing indebtedness of the municipal- 
ity, and for public improvements. 
In 1915 Uruguay made an arrange- 
ment with the Ulen Contracting Com- 
pany and the American International 
Corporation for a loan of approxi- 
mately $5,000,000 to cover a contract 
for sanitary and water works in a 
number of Uruguayan cities. Owing 
to the peculiar exchange situation, 
resulting in the dollar being at a very 
substantial discount, this loan, instead 
of being marketed in this country, was 
sold back to Uruguay, several years 
later. This transaction demonstrates 
not only the business shrewdness of 
the Uruguayan but the substantial 
resources of the country, which ab- 
sorbed by an internal loan the amount 
of the external loan, with a very sub- 
stantial profit to the government of 
Uruguay. With the exception of a 
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loan to Bolivia and one or two short 
term credit operations with bankers, 
this represents all that the United 
States has done in South American 
countries in the way of investments 
since 1914. The sum total will not 
exceed $50,000,000. 


Resources or Sourn AMERICA 


South America has, however, not 
stood still during the last four years. 
While it was unable to borrow anything 
in Europe and practically nothing 
in the United States, nevertheless, 
all of these countries have prospered 
exceedingly during the war, and each 
has had a great increase in its fav- 
orable trade balance. Peru’s trade 
balance in 1913 was $15,000,000; 1916, 
$38,000,000; 1917, $25,000,000. Peru’s 
resources are varied and its raw mate- 
rials were in great need. Her exports 
increased from $44,000,000 in 1913 to 
$91,000,000 in 1917. The sugar and 
cotton industries received a great 
impetus, and Peru’s planters have 
become very wealthy. Peru actually 
reduced its debt during the war, and 
handled its finances in an excellent 
manner. Not only did Peru export 
large quantities of cotton and sugar, 
but hides, wool, rubber and copper 
also showed substantial increases. 

Bolivia increased her exports from 
$36,000,000 in 1913 to $76,000,000 in 
1918, with a favorable trade balance 
in 1918 of $39,000,000. Bolivia has 
the greatest tin mines in the world, 
but before the war Bolivian tin had 
difficulty in competing with the tin of 
the Straits Settlements, because the 
Bolivian tin was more difficult to 
smelt. Tungsten, copper and silver 
all showed an enormous increase in 
production. 

Both Pery and Bolivia have un- 
limited mineral resources, but, in the 
great majority of cases, the mines are 
worked by primitive methods. What 


% 
| | 
| 
| | 
| 


Latin AMERICAN SECURITIES 139 


can be accomplished on a large scale 
by modern methods is shown by the 
success of the Cerro de Pasco, Braden 
and Chile Copper Companies. These 
are all American developments. The 
entire mining industry of these coun- 
tries is ready for modern methods, and 
for the substitution of machinery for 
labor. The almost prohibitive expense 
of coal makes necessary the use of 
wood and of unsatisfactory fuel sub- 
stitutes, such as mountain moss and 
animal dung. Electric power in suf- 
ficient quantities to run the mines of 
Bolivia is a practical possibility of the 
future, and affords a real opportunity 
for American investment. 

Chile was enormously prosperous 
during the war by reason of the unlimi- 
ted demands for her nitrates. Chile’s 
trade balance in 1913 was $25,000,000, 
and in 1917 was $130,000,000. The 
Argentine and Uruguay found ample 
opportunity to dispose of their cattle, 
hides, wool, wheat, corn and other 
agricultural products. For the first 
time in their history butter and cheese 
in substantial quantities were exported. 
The Argentine’s trade balance was 
$22,000,000 in 1913 and $333,000,000 
in 1918. In 1913 Uruguay’s trade 
balance was $15,000,000 and $33,000,- 
000 in 1917. 

In Brazil great impetus was given 
to the cotton industry. There are 
over three million spindles today, a 
large portion of them having been put 
in during the war. Brazil was able 
to furnish the Allies coffee, cocoa, rice, 
mandioca, raw cotton, manufactured 
cotton, hides, dressed cattle and manga- 
nese. Brazil’s trade balance increased 
from an unfavorable balance of $10,000,- 
000 in 1913 to a favorable balance of 
$40,000,000 in 1918. 

All of the South American countries 
have increased their national wealth 
materially during the war, and, as a 
consequence, the basis of any security 

10 


which may be issued by them has 
become much more valuable. On the 
other hand, with one or two exceptions, 
the financial condition of the govern- 
ments themselves has not improved. 
A number of the South American 
governments, including Brazil and the 
Argentine, had plans under way with 
European bankers for reorganization 
of their finances when the war put an 
end to any further discussions, They 
have been able to do nothing since. 
These countries naturally look to the 
United States for assistance and help. 


INVESTMENT OPPORTUNITIES IN SOUTH 
AMERICA 


Peru desires to reorganize her 
finances and to float loans in this 
country for the purpose of providing 
water works and sewers in her large 
cities, and for the construction of roads 
and railroads. The great addition to 
her national wealth, the reduction of 
her debt, and the great possibilities for 
future development form the basis of a 
security which, before the war, would 
have occasioned a European banker no 
hesitancy whatever in the loaning of 
money. It remains to be seen whether 
the American investor will take a 
similar view of it. 

Bolivia also needs money for the 
sanitation of her cities and the building 
of one or two railroads strategically 
well planned from an economic view- 
point. Chile needs to reconstruct and 
rehabilitate her entire system of state 
railroads. These roads need new rails, 
new road beds in places, new bridges, 
a signal system, new engines, and a 
vast amount of rolling stock, and, to 
accommodate the dense traffic between 
Santiago and Valparaiso, this section 
of the road should be electrified. The 
development of a number of ports and 
harbors has been held up by the war, 
and Chile is anxious to proceed if she 
can obtain the money. The route 
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over the Andes is blocked by snow a 
large part of the year, and traffic is at 
a standstill. The expenditure of sub- 
stantial sums in the building of snow 
sheds and other protective devices 
against the avalanches will make the 
Transandine Railroad usable through- 
out the entire year. 

The Argentine is enormously rich. 
Its possibilities are unlimited, but the 
government has a large floating debt, 
and its finances need careful thought 
and study in the working out of a 
comprehensive funding plan which 
shall take care not only of present 
needs but which will also furnishi the 
money for drainage works, govern- 
ment elevators, so necessary to do 
away with the huge yearly loss through 
damage to unprotected grains, exten- 
sion of port works, and further rail- 
road development. 

Uruguay wants money to install 
sewers and modern water works sys- 
tems in all of the larger cities, to 
carry out further harbor developments, 
and to build roads and bridges. 

Paraguay needs to work out a 
comprehensive financial plan. Her 
currency must be put upon a stable 
basis. The country has prospered 
immensely as a result of the war. The 
national wealth has grown but the 
government’s debt has increased, and 
the financial problem is a real one. 

Brazil, at the outbreak of the war, 
had arranged with the Rothschilds for 
a comprehensive refunding operation. 
The war caused a breaking off of 
negotiations. The enormous natural 
resources of Brazil, and the great 
possibilities of the future, should 
furnish a stable security for substantial 
loans which will put Brazil’s govern- 
mental finances in good condition. 
The problem is one for expert and 
experienced financiers. The help of 
the American banker would be wel- 
come, but the American banker hesi- 
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tates because of the large volume of 
securities which would have to be 
issued, and the difficulty of making a 
market for them in the United States, 

Measured by its potential wealth, 
Brazil is one of the richest countries in 
the world. It has reached a high stage 
of development in those parts of the 
country made accessible by transporta- 
tion facilities, but the vast interior of 
Brazil is an empire in itself, with 
unlimited possibilities. The interior 
of Brazil is comparable to the far west 
of the United States seventy-five years 
ago. Brazil has every variety of 
climate, and can grow practically 
anything. The prairies and plains of 
the interior afford a grazing ground 
which should some day make her 
the greatest cattle country in the 
world. 

To develop these vast resources, 
Brazil needs labor, money and brains. 
The labor will come. Already the 
tide of immigration from Europe has 
set in. The money is needed to build 
roads and railroads, to develop the 
vast areas for colonization, and to 
develop water power and the other 
latent resources of the country. Much 
of this work must be undertaken with 
governmental or state guarantee and 
aid. The amount of money Brazil 
could use is almost unlimited, and 
every dollar invested and properly 
put to work in Brazil will show extra- 
ordinary profit. 


Amount or Loan REeqQuIRED By SouTH 
AMERICA 


A reasonable estimate of the actual 
loan requirements immediately desired 
by the six governments mentioned 
would involve the issuance of at least 
five hundred million dollars worth of 
securities. In all cases there is ample 
security, not only in the actual wealth 
and potential resources of the coun- 
tries, but a comprehensive reorganiza- 
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tion of the fiscal and taxing systems of 
these countries would result also in 
a wide margin of security over in- 
terest and amortization requirements. 
In addition to the five hundred million 
dollars mentioned, at least twice as 
much more could be used to advantage 
by states and municipalities, and in 
the development of the resources of 
these countries through private instru- 
mentalities. 

A part of the money needed would 
be for the purpose of refunding old 
loans, but a large proportion of these 
funds would be immediately used for 
public improvements in the shape of 
roads, sanitary works, water works, 
railroads, and port and harbor works, 
all of which would mean employment 
for American engineers and a market 
for construction materials, machinery, 
railroad, equipment and miscellaneous 
supplies of all kinds. 

In any investment there is involved 
a moral hazard, and this is probably 
one of the most important considera- 
tions in a campaign to persuade the 
American investor to lend his money 
abroad. There still exists among 
the investors in this country a great 
deal of ignorance concerning South 
America. There seems to be little 
realization of the immense resources of 
these countries and of their progress 
in the past decade. After an extended 
visit to the six countries mentioned, 
and a careful study of social, economic 
and political conditions, the conclu- 
sions reached are generally favorable. 


Souru AMERICAN IN AMERICA 


The South American appreciates 
the necessity of establishing the credit 
of his government in the United States. 
He has a serious understanding of the 
necessity of maintaining inviolate inter- 
national obligations. While the dis- 
arrangement of the financial machin- 
ery of the world made it necessary, 


in some instances, for South American 
governments to ask for extensions of 
time on maturing obligations, yet all 
of these situations have been satisfac- 
torily worked out. There has been 
no scaling down of foreign obligations 
in so far as any of these governments 
are concerned, and in each case the 
service upon the external debt is 
considered as the first charge upon the 
revenues of the country, even though 
a particular debt may not be specific- 
ally guaranteed. 

An instance of the jealous care with 
which a South American country 
guards its credit is shown by the fact 
that during the Balmeceda revolution 
in Chile both factions provided the 
funds with which to meet the principal 
and interest on the national debt, 
which came due during the Civil War 
in which the country was engaged. 

There is a feeling of sensitiveness in 
the larger countries of South America 
over the demands of North American 
bankers for special security. It is 
argued, with a great deal of justice 
perhaps, that great nations like the 
Argentine, Chile or Brazil should not 
be obliged to specifically mortgage 
customs and taxes in order to raise 
loans; that the stability of these 
countries and their resources are such 
that their credit ought not to be ques- 
tioned. In the years immediately 
preceding the great war, all of these 
countries floated loans in Europe at 
low rates of interest, without any 
special guarantees, and this fact is 
brought out in discussions with govern- 
ment officials by way of contrast to the 
general attitude of American bankers. 

But it is interesting to note in this 
connection that Argentina in planning 
to open a credit, through the Bank of 
the Argentine Nation, for England, 
France and Italy jointly of $200,000,- 
000 is asking that such a loan be 
specially secured by the deposit of 
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either equivalent amounts of foreign 
held Argentine securities or a large 
percentage of gold. 


Market ror Sourn AMERICAN 
SECURITIES IN THE UNITED STATES 


It is difficult to explain market 
conditions in this country. Our 
South American friends can hardly 
appreciate the fact that the North 
American investor knows little about 
South America. They put us in the 
same class with the great European 
nations before the war and wonder 
why we are not willing to do the same 
thing they did. They point to our 
immense wealth and resources, and 
can not understand why it is not pos- 
sible to obtain the needed money in 
the United States on terms similar to 
those granted by European countries 
before the war. All South America 
realizes that for years to come the 
United States is the only remaining 
reservoir of capital which is available 
to it. The South American can not 
understand why we are not willing to 
lend money, as Europe did, at 5 per 
cent. This is because he has no 
knowledge of the condition of our 
market. His unwillingness to meet 
the interest rates in our market will 
probably disappear when he in turn 
studies our own conditions and knows 
more about this country, and when 
the needs for new financing become 
more acute. 

There are many forward-looking 
financiers in South America, who 
recognize the fact that if their coun- 
tries are to develop their resources, 
they must obtain the confidence of the 
American investment market, and to 
this end are willing to make sacrifices 
of pride and money, by paying high 
interest rates, in order to establish the 
credit of their countries here. Most of 
the governments are prepared to be 
very liberal with the private investor, 


and are ready to offer inducements to 
tempt capital to develop their lands, 
promote new industries, and to sup- 
plant old methods by modern methods 
and machinery. 


Soutu AMERICAN JssugEs IN EuROPEAN 
MARKETS 


For the benefit of the student of 
South American investments, who 
desires to study the record of South 
American issues in European markets, 
there is presented in an exhibit follow- 
ing this paper a table showing the 
yield as based on the latest prices on 
the London market, and the high and 
low prices over a period of years, on a list 
of typical South American securities. 

It will be noticed that the decline in 
the values of South American issues 
has been in line with the increasing 
rates for money, and the general 
depression of the security markets of 
the world. Before the war the Argen- 
tine, Brazil, Chile and Uruguay 4} per 
cent and 5 per cent bonds sold at a sub- 
stantial premium above par. These 
same bonds, during the war period, 
showed a discount in some cases of 
25 per cent below par. In August of 
this year these particular issues came 
back to within from five to eight points 
of par in the case of the 5 per cent 
bonds, and a price of 85} in the case 
of the Argentine sterling bonds. The 
price of 95 for Uruguay’s 5 per cent 
loan would seem to indicate the judg- 
ment of the London market on Uru- 
guayan credit to be favorable. An 
examination of the table shows, on the 
other hand, that the credit of some of 
the states and municipalities is not as 
favorably regarded. 

The railroads of South America 
have been experiencing high costs of 
operation, and in the Argentine have 
been suffering from government restric- 
tions in the matter of rates. That 
government restrictions interfere with 
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credit is shown by the course of the 
values of the railroad securities set out 
in the table. An interesting fact 
about this table of South American 
securities is that it compares very 
favorably with a similar table of North 
American securities which might be 
prepared. The prices have shrunk 
during the war, as the effects of the 
war have made themselves felt in the 
shutting off of capital and in the 
enormous increase in expense of opera- 
tions of all kinds. 


Tue AMERICAN MARKET FOR FOREIGN 
SECURITIES 


The problem of making a market 
for foreign securities in this country is 
one which we must solve, as it directly 
affects the future prosperity of our 
people. A study of the trade balances 
of the United States during the war 
period, and a glance at the figures for 
the current year, shows that the world 
is our debtor for many billions of 
dollars. This existing debt can only 
be paid by gold, by goods, or by post- 
poning the date of payment, through 
the granting of credits, which means 
by investment, on the part of our people, 
in foreign securities. 

Furthermore, our position as an 
international trader in the future has 
been radically altered by the turning 
back on our market, during the war, of 
American securities held in Europe 
and by our new policy of owning and 
operating our own merchant marine. 


AMOUNT OUTSTANDING OF SOUTH AMERICAN SECURITIES LISTED ON THE 
LONDON MARKET JUNE 1919 


Figures or Pounps Srerumc! 


In pre-war years there was a continual 
balance of trade of exports over imports 
in our favor, which was settled by our 
paying huge sums as interest and 
dividends to foreign holders of our 
securities and for freights and passage 
on foreign vessels. Since the war, 
the situation is exactly the reverse and 
there will be even larger payments to 
be made to the United States in the 
future for interest due us and for the 


use of our ships. The trade situation ~ 


will consequently be reversed and we 
will have to import in far greater 
amounts than we export. We will 
have to see our much vaunted export 
trade dwindle, and our people consum- 
ing more goods of foreign manufacture, 
unless the alternative policy is seized 
upon by the rank and file of our people. 
That alternative is to make yearly 
large investments in foreign securities. 
Such investments by us and our present 
desirable export trade are inseparably 
related. The laws of international 
trade balancing are unalterable. The 
total value of our exports, plus the 
value of such service as shipping and 
insurance must be balanced by an 
equal value of imports, or the surplus 
of exports and services must be offset 
by a corresponding investment of 
capital abroad. Unbalanced working 
of this principle means injurious ex- 
change conditions and if continued 
forces a reduction of exports and 
services and an increase of imports to 
the point of balance. 


Public Utilities All 
Governmental | State | Municipal| Light and Power, Trams, |Railways Other Total 
ater Works, Dock Companies 
218 25 19 47 285 124 718 


1 Source: Investors’ Monthly Manual. 


7 | 
| 
| 


144 Tue ANNALS OF THE AMERICAN ACADEMY 


TYPICAL SOUTH AMERICAN BONDS— 


Re- [Yield on 1911 
Amount Quoted demp- | Latest ea 
(Value or No.) tion Price, 
Date |Per Cent} H L 
GOVERNMENTAL 
44% Sterling Bonds................. £3,120,600 1932 | 5.49 | 102 | 97% 
r 
£7,698,100 1940 5.86 1043 | 1003 
ile 
£2,815,500 1960 6.25 | 103} | 98} 
Province of Buenos Aires 
33% Sterling Bonds................ £10,004,680 1920 7.01 742 69} 
Sao Paulo 
£744,580 1936 | 5.32 | 102} | 98} 
MUNICIPAL 
Buenos Aires 
ond £1,435,660 1946 6.46 103} | 100} 
ima 
5% ist mortgage bonds............. £595,700 6.60 
5% as designated 6%............... £980,718 6.25 | 103 97} 
Rio de Janeiro 
P — District 5% of 1905......... £3,731,620 1955 6.45 103 964 
fa 
ne os £662,640 1943 6.00 108} | 103} 
Valparaiso ‘ 
Quasi Pusiic 
(a) Railways 
Argentina 
Central Argentine 4% debenture stock|/£13,452,232 1988 6.65 | 108 99} 
Central Argentine Preferred 
£9,695,718 7.37 
Buenos Aires Great Southern 4% de- 
ivi £15,405,797 5.85 | 104} | 100} 
Buenos Aires Great Southern 5% de- 
Non Cumulative Preferred] £8,000,000 6.55 | 120} | 114} 
ra. 
Great Western 4% Debentures. .. .. . . £1,644,700 1955 | 8.34 | 96} | 917 
Sao Paulo, ordinary................. £3,000,000 (Stock) 5.47 | 217 | 202) 
Sao Paulo, 4% Debentures.......... £1,000,000 (Stock) 5.66 | 104} | 100} 
Leopoldina 4% Debentures redeemable 
a’ 1928 Company's Option. ..... £4,495,300 (Stock) 1928 6.50 973 | 925 
Nitrate Railways, ordinary.......... £1,485,340 (£10) 5.55 | 15 | 19% 
Uruguay 
Central Uruguay Eastern Extension 
Permanent Debenture Stock... .... £1,146,666 (Stock) 6.16 | 109 | 103} 
Chile and Bolivia 
Antofagasta and Bolivia 5% Cumula- 
£2,000,000 (Stock) 6.27 110} | 103} 
Argentine 
River Plate Electricity Co. Stock... .. £175,000 (Stock) 4.72 | 240 | 220 
Anglo Argentine Tramways 4% de- 
bentures redeemable "68 @ 102..... £4,222,076 1968 6.42 97} 91} 
Buenos Aires La Croze Tramways 5% 
Cumulative Mortgage. ............ £1,065,400 7.27 | 101} | 97} 
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PRICES ON LONDON MARKET 1911 TO DATE! 
Jan.—June August 
1912 1913 1915 ? 1916 1917 1919 ne 
H L H L H L RBiLtigs L H L |H] L 
101 963 | 190 | 93 | 80 | 86 | 773 845 | 76 | 87 | 82} | 853] se 
104 100 | 103 | 76 | 844/76] 88 | 77 965} 873 | 91 | 83 
102 | 97 | 993] 95 | 86 | 732] 88 763) 87 | 78 | 89 | 83}| 84] 792 
100} | 96 | 102 | 96 | 86 | 69 915 | 79) 91 | 82 | 932] 90 | 
1015 | 98) | 993 | 944] 973 | 874 875 | 75 | 87 | 74 | 100k] 92 | 95] 
733 | 664 633] 43 35 51 | 45 | 493] 444] 56 514 | 473 
102 97% | 1012 | 993] 984 | 98 | 1013 | 94 | 96| 95 
103 | 102 | 974] 963] 90 | 914] 86] 86 | soz| 90 | 86 | 82! 80 
93 | 90 | 912] 88 | 702] 68 | 718 | 643] 72 | 66 | 76 72 174!) 7% 
100} | 96 | 100 | 642] 79 734} 77 | 73 | 8@ | 784 
102i | 95 | 100 | 88) so | 70 | 77 | 67! 81 7 | 86 | 80 | 872] 86 
106 | 101} | 104 | 100 | 100 | 90 | 99 90}; 99i | 92 | 98 | 953/97! 96 
1054 | 1013 | 1053 | | 973 | 923 | 94 | 92 | 89 964 | 93} | 944) 94 
102} | 984 | 100 | 933] 763! 84 | 72 765 | 68§ | 722 | 673 | 68 | 66 
105 | 99§ | 1033 | 933 | 773] 86 733} 763 | 744] 63 | 65! 61 
1033 | 98} | 1013 | 93 92 763 | 85 | 74| 77 | 73) | 683 | 69 | 68 
120 | 1125 | 1183 | 109 | 1053 | 85 | 97} 844) 89 | 78 | 854] 782 | 783] 77 
95 | 88 | 78 | 693] 713 69 61} | 71 66} |65.5| 56 
264 | 205 | 270 | 226 | 208 | 158 | 1964 |170 191} | 164 | 191} | 170} |189 | 1654 
1023 | 993 | 993 | 94 90 743 | 85 | 73| 76 71 74 70 | 71 | 69} 
| 91 | 933] 853] 64 | 83 | 61 725 | 61 69 | 653 | 63 | 602 
15 | 12 | 103] 7 | 12 | 9f 13 | 123] OF] 9 
111 | 1033 | 1053 | 88 | 78 | 853] 79 803) 75 | 85 | 814] 81 
112 | 104 | 110 | 100 | 96 | 80 | 87 | 79 | 88 80} | 80 | 795 
260 | 230 | 222 | 2073 190 | 190 | 190 |110 | 150 1245 | 170 | 1453 |148 | 148 
974 | 915 | 943 89 | 87 | 693] 77 | 723 | 643) 744 | 67 | 703] 67 
103 | 973! 1013! 965 | 1013 | 87 68}! 60! 673! 60 | 65 | 694 69} 
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TYPICAL SOUTH AMERICAN BONDS— 


Amount Quoted dempt- | Latest 
(Value or Number) tion i 


Re- [Yield on 1911 


Price, 
Date Cent} H L 


Quast Pusiic—Continued 


Bolivia 
Electric Light & Power Co. of Cocha- 
bambe 6% Bonds................ £240,520 7.08 98,;| 92 
razil 
Sao Paulo Electric 5% Bonds, 1962. . . |£2,000,000 1962 6.55 
eru 
Peruvian Corporation Mortgage De- 


Private CompaNies 


Argentine Iron & Steel Debentures....| £278,500 


Forestal Land Co. 5% Mortgage De- 


6 
£400,000 (£1 Shares) 3. 

5 
5 
7 


Lobitos Oil fields 


South American Stores Ist Mortgage 


River Plate & General Trust a £250,000 


5 
99 
55 
55 
44 
32 


1723 | 159 


Source: Investors’ Monthly Manual. 
October 24, 1919. 


South America offers a particularly 
attractive field for profitable invest- 
ments in constructive development 
enterprises. The world can not stand 
still and, for the benefit of mankind, 
the great undeveloped resources of 
South America must be organized and 
placed at the disposal of the consuming 
world. The application of capital to 
the resources of South America will 
mean an increased production of those 
things which the world most needs, 
because South America is primarily a 
producer of the raw materials which 


are so necessary to feed and clothe 
men. 

Labor in South America is cheap 
and plentiful, the soil extremely pro- 
ductive, and the problems of produc- 
tion comparatively simple. A greatly 
increased production in South America 
will not only stimulate and develop 
trade between the United States and 
South America and make a market for 
the products of our factories, but will 
also contribute materially toward the 
reduction of the high cost of living the 
world over. 
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PRICES ON LONDON MARKET 1911 TO DATE.—Continued. 


ugust 
1912 1913 1915 1916 1917 1919 1919 


os | 92§| 97 | 90 | 823] 70 | 88 | 80} | 723| 8@ | 79 | 83h) 82 
108,%,| 1023 | 107} | | 1003 | 80 | 853/75 | 893 | 78 | 89 | 894] 87} 


100 | 98} | 1033 | 963 | 86} 653 | 93} 944 84 95 92 | 92} 


99} | 91§ | 104} | 97 | 105} | 98} | 105 | 102} |1044) 1035 


| 


| 
993 104 | 97} | 983 | 912 | 1053 | 97 | 105 | 100 | 107} | 105 [1064] 103 
189 | 178} | 210 | 187 | 154 | 1444 | 145 [119 | 192} | 116} | 142} | 132} |1394] 136} | 


A. I. C. Researcn DeparTMENT. 
M. G. E. 
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N considering the effect of taxa- 

tion on securities there will be 
examined briefly the general theory 
recognized by economists and then 
the practical effect of various tax 
measures showing the theory in appli- 
cation. By reason of the complexity 
of our tax systems and the conflict of 
tax influence caused by the diverse 
laws and rates of the several states 
and their political subdivisions, and 
because of the overshadowing influence 
of the present system of federal taxa- 
tion made necessary by the late war, 
the treatment of the subject will be 
general with no pretense of being 
exhaustive. 


GENERAL PRINCIPLES 
Effects of Taxation on Bondholders 


The Incidence of a Bond Tax.—In 
the application of general principles 
simplicity is desirable. For this rea- 
son let there be considered the theo- 
retical effect of a tax upon the ordinary 
corporation bond. The two generally 
recognized taxes in the United States 
affecting such a bond are direct per- 
sonal property taxes and income taxes. 
The personal property tax is generally 
imposed upon the principal of the 
bond. The income tax is imposed 
upon the interest the bond bears. 
To realize the effect of a personal 
property tax upon the principal of 
the bond, take the hypothetical case 
of a bond owned in a state having no 
personal property tax and no income 
tax. If such a state were to pass a 
law imposing a 1 per cent tax upon the 
principal of a $1,000 bond bearing 5 
per cent the owner would be obliged 
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The Effect of Taxation on Securities 
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to pay $10 in taxes each year. This 
would reduce the income on the bond 
from $50 to $40 a year. If the state, 
instead of enacting the personal prop- 
erty tax just stated, were to pass an 
income tax law taxing the bond owner 
20 per cent upon the interest of the 
bond, the owner would be obliged to 
pay $10 in taxes each year. This 
would make exactly the same reduc- 
tion in his income from the bond, 
which would then yield only $40 a 
year. It may be seen, therefore, be- 
cause as a general proposition all 
taxes are paid out of income, that it 
is immaterial, in considering the effect 
of a tax on the bond, whether the 
tax is based upon its principal or 
income. If the owner of the bond 
has a capital of $100,000 consisting 
entirely of similar bonds, the effect 
of the tax in either case is a reduction 
of his income from $5,000 to $4,000 a 
year so long as he holds the bonds 
and they are subjected to such taxes. 

The Capitalization of a Taxr.—What 
effect would such a tax have upon the 
price of such a bond should the owner 
desire to sell it? If the ordinary 
investment return at the time were 
5 per cent upon such a bond selling 
at par, the price of the bond would 
fall from par to 80, and he would be 
able to realize only $800 in the case of 
a sale. The purchaser would demand 
the going return of 5 per cent on the 
bond and, if he bought it for $800, he 
would obtain a net return, after pay- 
ing the $10 tax, of $40 a year, which 
is 5 per cent on $800. This change 
of price is called the capitalization of 
the tax and is the general principle 
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Errect or TAXATION ON SECURITIES 


affecting the taxation of securities. 
In this process the tax is discounted 
by a depreciation of the price of the 
bond equivalent to the capital value 
of the tax. The purchaser avoids 
the burden of the tax, which he must 
pay annually, by giving a price for 
the bond that will allow him to pay 
the tax and still receive the normal 
interest return on his investment. In 
this case, the burden of the tax falls 
entirely on the original owner of the 
bond because he owned it before the 
tax was imposed. The purchaser who 
discounted the tax will realize the 
price he paid when he makes a sale, 
assuming that the same conditions 
obtain, and that all future purchasers 
under like conditions will do the same. 

Effect of Evading a Tazx.—Sup- 
pose, however, that the owner of the 
bonds needed an income of $5,000 a 
year from them and could not afford 
to sell and take a loss of $200 a bond, 
what are his alternatives? He must 
either evade the payment of the tax 
and become a law breaker or subject 
his securities to the law of another 
jurisdiction. In the case of the per- 
sonal property tax he might accom- 
plish the removal by placing the 
bonds in trust where they would be 
subject to a more favorable tax law or, 
in the case of both taxes, by changing 
his residence to a state where the 
tax laws were less burdensome. The 
tendency of the effect of the tax upon 
the security market of the state would 
be the same in either case. The 
personal property tax would operate 
alike upon all holders of similar securi- 
ties but the income tax would operate 
according to the size of their incomes. 
The necessity of evasion would have a 
detrimental effect in discouraging sales 
of taxable securities while the removal 
of capital to other jurisdictions would 
lessen the supply of capital in the par- 
ticular investment market. 
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Effect of Taxation on the Borrower 


To Raise the Interest Rate—Having 
examined the effect of such a newly 
imposed tax upon the holder of bonds, 
who is the lender, what would the 
effect be upon the borrower, or the 
maker of the bonds? If the borrower 
had disposed of the bonds before the 
imposition of the tax it wou'd be 
advantaged to the extent of its ability 
to purchase its bonds in the open mar- 
ket at $800 for each $1,000 and thus 
retire at a discount that portion of its 
debt which it might be able to pur- 
chase. If, however, the bonds con- 
stituted a part of an open issue and 
it became necessary to sell a further 
amount of the same kind of bonds 
bearing the same rate of interest 
after the imposition of the tax it would 
be obliged to sell them on the basis 
of a market of 80 and would thus lose 
to the extent of the discount. This 
would capitalize the tax for the benefit 
of the purchaser. 

If the mortgage securing the bonds 
permitted a change in interest rate, 
then the corporation might avoid the 
discount by capitalizing the tax through 
an increase in the rate of interest. 
In order to sell the bonds at par when 
the personal property tax is 1 per cent 
of the principal, the rate of interest 
on the bonds would have to be in- 
creased from 5 to 6 per cent. The 
purchaser would then receive a net 
return of $50, or 5 per cent on his 
investment. In the case of a 20 per 
cent income tax the theoretical rate 
of interest would need to be increased 
to 6.25 per cent so that the bondholder 
would receive $62.50 interest each 
year, and after paying a 20 per cent 
income tax, which would equal $12.50, 
would have left $50 or 5 per cent on 
his investment. In the case of sell- 
ing its 5 per cent bonds at 80 the cor- 
poration would pay 6.25 per cent for 
its borrowed money and in the case 
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of raising the interest rate to yield 
5 per cent to the investor it would be 
paying either 6 per cent or 6.25 per 
cent dependent on the tax method. 
In either case the effect of the tax iz 
to raise the interest rate on new bor- 
rowings. The tendency to drive cap- 
ital from a given investment market 
on the one hand, by lessening the 
original lender’s return on his invest- 
ment, and the raising of interest rates 
to the borrower in the case of new 
borrowing, on the other hand, have the 
effect of increasing interest rates to- 
ward a point that will capitalize the tax. 
Effect of Higher Interest Rate.—It 
seems clear that the main effect of the 
tax is to increase the cost of borrow- 
ing. Until new capital is needed the 
borrowers who secured capital before 
the imposition of the tax are bene- 
fited to the extent of the increase in 
rate. When the time of new borrow- 
ing arrives, however, all borrowers are 
placed in the same position. Inas- 
much as the tax is an addition to the 
cost of money, the lender will endeavor 
to secure what he considers a normal 
investment return by increasing the 
interest rate. Unless this can be ac- 
complished the income of the lender 
will be diminished and the supply of 
funds seeking investment will be re- 
duced. Unless the lender can secure 
a normal return on his money from the 
taxed securities he will transfer his 
funds to untaxed securities, while the 
tax will turn away new capital that 
would normally seek the particular 
investment field. In either case the 
supply of funds for the particular 
class of investment will diminish and 
capital, if invested, will demand an 
increase of rate. The borrower, there- 
fore, stands the burden of the tax. 
Factors Influencing Interest Yield.— 
The foregoing illustrations of the gen- 
eral principles governing the effect 
of taxation have been put in the sim- 


plest form for purposes of clarity. 
As a matter of practice many other 
factors must be considered. There is 
no uniformity in rates of taxation 
among the states or even among differ- 
ent kinds of capital investments in 
the same state. An equal rate of tax 
on all capital is a practical impossibil- 
ity. The rate of interest fluctuates 
according to seasonal and competitive 
demands. It varies according to the 
safety of the investment, the term of 
the loan, the character of risk and 
many other factors that could be men- 
tioned. These various factors often 
obscure the capitalization of a tax 
and make it extremely difficult to 
determine the exact effect of taxation. 
In such cases taxation becomes one 
of a number of factors influencing 
the price of securities or the rate of 
their yield. Some of these factors 
will be considered in connection with 
taxes of a special character. In the 
United States, the taxes that most 
affect the price of bonds at present 
are state taxes imposed on principal 
or income, and the federal income and 
excess profits taxes. 


Strate TAXES 


Difficulty of Measuring the Influences 
of State Taxes 


There is no uniformity either of 
method or rate in the tax systems of the 
states that would enable an investor in 
securities to obtain a mathematical 
rule to measure their effect. If each 
particular money market were con- 
fined to the state lines within which 
state tax laws operate directly then 
definite rules for computing the effect 
of a definite tax might be formulated. 
The demand and supply of money do 
not, however, recognize political bound- 
aries of states any more than they do 
those of nations. If any illustration 
were needed to show this, the method 
of establishing the districts of the 
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federal reserve system would suffice. 
The districts ignore state lines and 
are based upon the normal lines of 
the commercial flow of money. Some 
states have graduated property taxes 
and others flat rates for all property. 
Some states have substantially a flat 
rate income tax while others have 
income taxes graduated as to rates. 
Some states exempt certain incomes 
and classes of property from taxation 
while others tax alike incomes and 


property. 
Effect of General Property Tax in 


Illinois 


As a typical illustration of the 
difficulty of computing the influence 
of a state tax on securities consider 
the situation in Illinois. This state 
has a general property tax law and 
the constitution does not allow classi- 
fication of property for tax purposes. 
For some years the tax rate has 
averaged around 2 per cent on the 
actual value of bonds. The rates for 
the several counties have varied, but 
in Cook County, where Chicago is 
located and where the major part of 
the personal property of the state has 
its tax situs, 2 per cent has been the 
rate for all practical purposes. Apply- 
ing the capitalization theory, 5 per 
cent industrial bonds owned in Chi- 
cago, when the normal investment 
return on such bonds is 5 per cent, 
ought to sell at 60 and new issues of 
such bonds ought to bear 7 per cent. 
Neither of these results has followed, 
so the tax influence is overcome by 
other influences. Such bonds have 
sold for practically the general market 
price of securities of like rate and char- 
acter. It is true in Illinois, as in 
other states having an unclassified 
property tax, that comparatively little 
personal property is reached by taxa- 
tion so that the effect of the tax is 
negligible compared with the effect of 


the condition of the security market. 
The factor of competition under such 
circumstances completely obscures the 
effect of the tax rate. 

If, however, the effect of the tax 
rate be considered in its application 
to securities of a local nature having 
a restricted local market, the effect 
might be more pronounced. For in- 
stance, if the bonds in question, instead 
of being underwritten by a dealer 
having a country wide market at his 
disposal, or being bonds of a character 
suitable to a general market, were 
bonds amounting substantially to a 
real estate loan issue in bond form and 
were underwritten by a local dealer 
having a local market, the effect of 
the tax would be freer from the effect 
of general security market conditions 
as to rate of return. Such securities 
sell on a higher yield basis and prob- 
ably the tax rate is one of the factors 
of the cause of increase. In states 
where the amount of personal property 
actually subjected to tax is as small as 
it is in Illinois, it is impracticable to 
attempt to estimate the effect of the 
tax by any percentage factor even in 
the case of such securities. If, how- 
ever, Illinois should change its policy 
of direct taxation of personal property 
to an income tax, the effect might be 
so marked as to be capable of expres- 
sion in figures. 


Effect of Income Tax in Massachusetts 


The state of Massachusetts after 
proceeding for some years under a 
direct tax on intangibles, amounting 
to an average of 1.9 per cent, adopted 
an income tax amounting to practically 
6 per cent on the income from intan- 
gibles. According to the officials in 
charge of the administration of the 
tax law, the effect of the change has 
been to greatly increase the amount of 
the tax base and they conclude that 
most of the property subject to tax, 
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that had previously escaped the bur- 
den of taxation, has been brought 
under the operation of the tax law. 
The practical result has been a de- 
crease in the rate of tax on the prin- 
cipal of securities from 1.9 per cent to 
0.3 per cent. Such a marked decrease 
is bound to have an effect on security 
rates. If the states surrounding IIli- 
nois had in operation a personal prop- 
erty tax imposing substantially the 
same rate on personal property as 
that imposed by the state of Illinois 
and then simultaneously changed their 
methods of taxation to an income tax 
operating to reduce the rate to 0.3 
per cent, it is certain that the tendency 
of the effect of the new taxes would 
be to cause a flow of capital from IIli- 
nois into the surrounding states. This 
is indicated by the present condition 
of taxation as between the states of 
Illinois and Indiana. In Indiana the 
direct tax rate upon intangibles has 
averaged as much as 3 per cent. In 
addition the tax laws of that state have 
had a reputation of being more strin- 
gently enforced by means of drastic 
provisions for discovery and punish- 
ment than in most jurisdictions. The 
result is that investment capital has 
a greater tendency to come to Chicago 
than to go to Indianapolis, the natural 
investment center of the state. 


Taxable and Tax Exempt Bonds 


The effect of a state tax upon the 
price of bonds may be noted with 
more particular emphasis in a com- 
parison of taxable with tax exempt 
securities of the same class. In In- 
diana, for instance, tax exempt munici- 
pal bonds sell somewhere around a 
0.5 per cent lower yield basis than 
municipal bonds of the same character 
and rate that are subject to tax. The 
state of Ohio exempts from taxation 
municipal bonds issued before Jan- 
uary 1, 1913. In the present market 


in the state the tax exempt bonds sel] 
to yield around 4.40 to 4.50 per cent 
while bonds of the same class issued 
since that date sell on a 4.90 to 5 per 
cent basis. In the state of Georgia, 
where all local municipal issues are 
tax exempt, the local municipal bonds 
sell around a 4.75 per cent basis as 
against a 5.10 to 5.20 per cent basis 
for other municipals of the same class 
that are taxable in the state. The 
effect of the exemption is thus to cause 
exempted securities to sell at a pre- 
mium and taxed securities to sell 
either at a discount or to bear higher 
interest rates. 

In 1905 Massachusetts exempted 
future issues of state bonds from taxa- 
tion. The municipalities of the state 
asked for a similar exemption of their 
securities. Municipalities at the time 
were paying around 4 per cent on their 
issues. The tax rate of the state 
averaged from 1.5 to 2 per cent. So 
many of the obligations of these mu- 
nicipalities were held by exempt hold- 
ers that the municipalities could not 
expect to receive a reduction in inter- 
est rate to the amount of the tax but 
the broader market opened to such 
securities, in consequence of the exemp- 
tion, resulted in an immediate reduction 
of 0.25 per cent in the interest rate. 
Investigation disclosed that March is- 
sues of municipal notes sought around 
the tax date increased nearly 300 per 
cent between 1911 and 1916. Inter- 
est rates on these issues were very low, 
in some cases falling below 2 per cent 
and in others 1.3 per cent and even to 
0.25 per cent. One city even received 
a small premium for accommodating 
an investor with $100,000 of notes 
maturing near tax day. 


Limitations of the General Property Tax 


Instances might be multiplied to 
show the effect of state taxation. 
The effect of the state taxes, where 
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their influence can be felt, may be 
worked out to fit the investor of each 
state in a substantially satisfactory 
manner. Any attempt to set out a 
general rule is futile. The effort by 
the states to tax all property at a 
uniform rate is generally admitted by 
tax officials and economists to have 
been a complete failure in so far as it 
applies to intangibles. There have 
been tried four general substitutes. 
There is the mortgage recording tax, 
following the principle of the New York 
tax of 0.5 per cent based upon the 
face value of the debt secured by real 
estate mortgages, the tax being paid 
before recording the mortgage. This 
plan usually exempts from tax in the 
hands of the local holder the bonds or 
notes evidencing the debt. Then there 
is the plan of registering securities not 
coming under the mortgage tax and 
the payment of a fixed rate on the 
principal. In some cases this ex- 
empts securities registered for tax- 
ation until maturity; in others for a 
given period, such as the five year 
period in Connecticut. The third 
plan taxes intangibles at a rate lower 
than the tangible property rate. The 
fourth plan taxes the income rather 
than the principal. In 1912 the con- 
stitutions of two-thirds of the states 
prohibited the classification of prop- 
erty for taxation, but in the last few 
years about half of the forty-eight 
states have removed this constitu- 
tional restriction. 


FeperaL TAXEs 


The federal taxes more particu- 
larly affecting securities comprise the 
income tax and excess and war profits 
tax. The direct effect of federal taxa- 


tion, which is uniform in its applica- 
tion, may be measured in some ways 
more definitely than that of state 
is diverse both in 
The chief difficulty 


taxation, which 
method and rate. 
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of measuring its effect accurately is 
due to the graduated rates. While 
the sixteenth amendment of the fed- 
eral constitution permitting a tax to 
be levied upon incomes without regard 
to apportionment was adopted Feb- 
ruary 25, 1913, the first income tax 
law was enacted upon October 3, 1913, 
before the outbreak of the war, on 
account of depressed conditions caus- 
ing a loss in revenue derived from 
imports. The effect of the law has 
been partially obscured by the out- 
break of the European War in August, 
1914, and the war conditions that 
have followed. Being a new tax im- 
posed on top of all state taxes and 
having a country wide effect, its 
influence upon the security market 
has been very definitely felt in several 
directions. 


Tax Exempt Securities 


The influence of the imcome tax 
will be considered in its relation (1) 
to municipal bonds, (2) government 
bonds and (3) federal farm loan 
securities. 

Municipal Bonds.—The exemption 
of the income from municipal bonds 
under the income tax law has been a 
dominating factor in the municipal 
bond market since 19138. The general 
yield of municipal bonds throughout 
the United States for the years from 
1910 to 1913 was about 4 per cent. 
In 1913 the constitutional amendment 
authorizing the imposition of a federal 
income tax was adopted. By the 
middle of that year the yield had 
increased to 4.5 per cent and it fluc- 
tuated from this figure to about 4.25 
per cent in the years 1914 and 1915 
dropping to 4 per cent in the last of 
1916. The yield steadily rose in 1917, 
the year of our entry into the war, 
until in the early part of 1918 it had 
risen above 4.5 per cent and in 1919 
it remained around 4.5 per cent. 
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Making allowances for the effect of 
the conservation of capital with the 
consequent restrictions imposed on 
the issuance of municipals by the Cap- 
ital Issues Committee, and the effect 
of liberty loan flotations, the federal 
income tax law has been a strong 
factor in holding down the yield 
which has risen from 0.25 to 0.5 per 
cent and which would probably have 
risen 1 per cent or more but for the tax 
influence. The general effect of the 
law, exempting such securities from 
the burden of the tax, was to cause 
funds that normally would have been 
invested in corporation bonds and 
mortgage notes to be diverted into 
stocks and municipal bonds. Divi- 
dends from stocks being exempt from 
the normal tax only and municipal 
bond interest being entirely exempt, 
the flow of investment capital toward 
municipals was greater. 

This tendency of investment is 
strikingly illustrated by a comparison 
of the income figures of 1917 with 
those of 1916 as reported by the Com- 
missioner of Internal Revenue. In 
1916 the total personal income re- 
ported for tax was $8,349,901,983 and 
in 1917 it was $12,077,009,284. Of 
these totals the amount of income from 
property as distinguished from wages, 
business profits and the like, was 
$3,861,150,687 in 1916 and $4,469,901,- 
354 in 1917. The income comprising 
interest from bonds, notes and the 
like was $12,080,879,405 in 1916 and 
$936,715,456 in 1917. This shows a 
decrease in the income from this class 
of investments amounting to $144,- 
163,949 in the face of a net increase in 
income from property amounting to 
$608,750,667. What amount of the 
diversion went into municipal bonds 
is of course not disclosed by the in- 
come tax statistics. The following 
figures, showing the comparative yields 
of municipal and taxable bonds under 


the personal income tax rates effective 
for incomes of 1919, illustrate the 
effect of the income tax on municipals 
and upon the higher rates corporate 
securities must bear to reach an equal 
yield basis. These figures have been 
taken from computations believed to 
be reliable. 
A municipal bond 

yielding yielding yielding yielding When the 

4% 5% holders net 


income is 
is equivalent to a taxable bond yielding 


3.93 4.49 5.06 5.62 $10,000 
4.17 4.76 5.36 5.95 20,000 
4.43 5.06 5.70 6.33 30,000 
5.07 5.80 6.52 7.25 50,000 
7.95 9.09 10.23 11.36 100,000 
9.72 11.11 12.50 13.89 200,000 
12.07 13.79 15.52 17.24 500,000 


It is interesting to note what the 
effect would be if municipal bonds 
were taxed as some members of Con- 
gress ineffectually attempted when the 
1918 revenue act was pending. In 
his last annual report the Secretary 
of the Treasury stated that the high- 
est brackets of the surtax had passed 
the point of productivity and that the 
only consequence of any further in- 
crease would be to drive possessors of 
large incomes more and more to place 
their wealth in the large amount of 
wholly exempt securities issued and 
still being issued by states and munici- 
palities. The weight of legal opinion 
is against the power of Congress to tax 
the income from municipal bonds, but 
what would be the effect of the tax 
upon such income were it possible? 
To answer this question, consider the 
income of a citizen or resident of the 
United States who is married and has 
no children, and has a consequent 
individual exemption of $2,000. If 
such a man has a net income of $15,000, 
$5,000 of which consists of income from 
state or municipal bonds, his tax now 
is $590 a year. Under the present 
operation of the law his tax is com- 
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puted on the brackets up to $10,000. 
Under the changed computation he 
would bear a tax on the brackets up to 
$15,000 and his tax would be $1230. 
‘This would add $640 to the tax. The 
$640 additional tax would be imposed 
on account of his income of $5,000 
from municipal bonds. Assuming the 
$5,000 income to be interest at the 
rate of 4.5 per cent on the bonds at 
par, the principal would be $111,111.12 
and the tax would equal approximately 
0.57 per cent, reducing the yield of the 
bonds to 3.39 per cent. The higher 
the net income the greater would be the 
increase in the tax and the lower the 
yield on the municipal bonds. On the 
other hand, all of the bond income 
would be taxable and the net income 
yield on the same basis of computation 
for the individual owner of income may 
be illustrated as follows: 


Rate of Income on Investment 


Taxable 
Income 4% 44% 5% 51% 
Net Income Yield 

$5,000 3.904 4.392 4.880 5.368 5.856 
10,000 3.764 4.235 4.705 5.176 5.646 
20,000 3.602 4.052 4.503 4.953 5.4038 
50,000 3.265 3.673 4.081 4.489 4.897 

100,000 2.752 3.097 3.441 3.785 4.129 


Government Bonds.—The effect of 
the tax upon our government bonds is 
not so easy to determine on account 
of the complications of exemption pro- 
visions contained in the laws author- 
izing the various liberty loan issues. 
The Panama 3’s, which did not bear 
the circulation privilege, sold in the 
years from 1910 to 1913 at about 
102.25 and then yielded approxi- 
mately 2.90 per cent. The same bonds 
today sell for about 90 and yield about 
3.5 per cent. In the years from 1910 
to 1913 municipal bonds had an aver- 
age yield of 4 per cent. The differ- 
ence in yield between these bonds and 
municipals was about 1.10 per cent. 
Today municipal bonds average to 

11 


yield about 4.5 per cent and the differ- 
ence in yield is about 1 per cent. As 
an illustration of the effect of the in- 
come tax, comparison may be made 
between the bonds of the non-tax- 
able 3.5 per cent first liberty loan and 
the bonds of the taxable 4.25 per cent 
fourth liberty loan. In the January 
1920 market the 3.5’s sold around 99.90 
while the 4.25’s sold around 92.70. 
Outside of the effect of the ten-year 
difference in the terms of the two 
classes of bonds, the income tax 
caused the bonds bearing 0.75 per 
cent more interest to sell about 7 
points lower on the market. Neither 
class of bonds was subject to state 
taxation but the 3.5’s were entirely 
tax exempt while the higher rate 
4.25’s were exempt from the normal 
tax only. 

Federal Farm Loan Securities.— 
The effect of the income tax may be 
further illustrated in the case of the 
federal farm land bank and joint stock 
land bank bonds which are free from 
all United States and state taxes. 
These bonds near 5 per cent interest 
and sold in the January 1920 market to 
net about 4.75 per cent. Municipal 
bonds, which are not subject to federal 
taxation but are taxed in most of the 
states, sold in the same market from a 
4.50 to a 4.75 per cent basis. With 
these farm loan securities yielding 4.75 
per cent they are equivalent to a tax- 
able bond yielding 5.62 per cent; to 
an individual having a taxable income 
of $20,000 and to one having a taxable 
income of $50,000 they are equal to 
taxable bond yielding 6.88 per cent. 


The Tax Free Covenant 


The act of 1913 contained a pro- 
vision requiring the normal tax, which 
was then 1 per cent, to be withheld at 
the source and requiring ownership 
certificates to accompany all coupons 
from corporate bonds at the time the 
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coupons were presented for collection. 
This disclosure of information and the 
attendant annoyance caused to tax pay- 
ers who owned this class of securities in- 
fluenced a gradual trend of investment 
from corporate bonds into corporate 
stocks and mortgage notes, in addi- 
tion to the trend of investment into 
municipal bonds brought about by 
the general provisions exempting them 
from taxation. As a result of a some- 
what similar provision in the income 
tax laws enforced during the Civil 
War, there existed, at the time of the 
passage of the income tax law of 1913, 
in about 70 per cent of the outstand- 
ing corporate bonds of the country, 
what are known as “tax free cove- 
nants.”” These covenants, in sub- 
stance, require the obligor of the bonds 
to pay any income tax which may be 
required by law to be withheld from 
the interest paid to the bond owner. 
Such a covenant became effective 
under the withholding provisions of 
the act of 1913 and had a certain 
effect in arresting diversion of funds 
from corporate bonds into mortgages 
and stocks. 

Applying the principal of capitali- 
zation to the normal income tax of 1 
per cent it would work in theory as 
follows: The charge to the corpora- 
tion assuming a normal income tax 
: of 1 per cent upon the interest of a 5 
per cent bond is 0.05 per cent a year, 
so that instead of the corporation 
paying 5 per cent per annum for the 


a use of its money it would pay 5.05 per 
i cent per annum. This 0.05 per cent 
capitalized would be about 1 per cent 
of the face of the bond, or one point in 


its selling price. This would mean 
that a corporation in selling a 5 per 
cent bond to the wholesaler would 
have to receive 1 point more for the 
bonds in order to capitalize the normal 
income tax of 1 per cent. To state 
it another way: If the owner of a 5 
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per cent $1,000 bond had to pay the 
normal income tax on it he would 
receive an annual net return of $49.50 
instead of $50. The result would be 
the fall of the bond’s selling price to 
99 which would net him about 5.05 
per cent annually or 5 per cent net 
after paying the tax. If the corpora- 


tion failed to pay the tax its bonds © 


would bring it 1 per cent or 1 point 
less and instead of selling at par would 
sell at 99. It it agreed to pay the tax 
and received par for its bonds it re- 
ceived the benefit of the capitaliza- 
tion of the tax, and in assuming the 
tax under a tax-free covenant was out 
no more than it would have been by 
failing to assume it and receiving less 
for its bonds. If the capitalization of 
a tax of this character were unaffected 
by other economic factors this would 
be the advantage gained by the cor- 
poration in selling its bonds with a 
tax-free covenant and assuming to 
pay the normal federal income tax. 

Other factors enter into the problem 
of the sale price of bonds but the above 
illustration shows the trend of the 
effect of the tax and its capitaliza- 
tion. A good illustration of the effect 
of the 1 per cent normal tax paid under 
the tax free covenant existed in a com- 
parison of prices of Chicago and North- 
western Railway 4 per cent general 
mortgage bonds maturing in 1987. 
Certain of these bonds issued prior to 
the passage of the act of 1913 con- 
tain the tax free covenant. Certain 
others, issued after that time, secured 
by the same mortgage, do not contain 
this covenant. In a range of prices 
covering the year 1915 the tax free 
covenant bonds were quoted and sold 
about 1 point higher on the market 
than the same bonds not having such a 
covenant. The act of 1918 allows the 
normal tax to the extent of only 2 
per cent to be paid at the source under 
such a covenant. 


f 
t 
s 
t 
t 
t 


a 
a | 
ag 
| 
> 
| 
in 


Errectr or TAXATION ON SECURITIES 


Some corporations that found this 
covenant effective for the first time 
attempted to obtain a repeal of the 
provisions of the law giving effect to it 
but Congress concluded that, since the 
use of the covenant was so prevalent 
and had such an effect upon the cor- 
porate security market, it was unwise 
to make the requested change. 


Preferred Stocks 


The income tax law and the excess 
and war profits tax law had a strong 
influence in changing the trend of 
corporate financing by causing the 
issuance of preferred stocks instead of 
bonds. The act of 1913 levied a 
normal tax of 1 per cent and, in the 
case of income derived from coupon 
bonds and in certain other cases, 
required the normal tax to be collected 
at the source of payment unless 
exemption was claimed by the owner 
as allowed by the law. In order to 
determine whether or not the normal 
tax should be collected, an ownership 
certificate was required to be signed 
by the owner of the income and to 
accompany interest coupons presented 
for collection. The same law provided 
that no normal tax should be collected 
from the recipient of dividends from 
corporate stock, because the corpora- 
tion was required to pay a tax equal 
to the normal tax on the earnings from 
which the dividends were paid. The 
irritation caused by the disclosure of 
ownership of corporate bonds through 
these ownership certificates on the 
one hand, and the escape of dividends 
from the direct burden of the normal 
tax on the other, caused a tendency 
toward investment in stocks rather 
than in corporate bonds. This was 
accentuated when the subsequent 'aws 
substituted information certificates for 
the former ownership certificates and 
then gradually raised the normal tax 
to its present rates of 4 and 8 per 
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cent. With the tax at the last figures 
the yield on preferred stocks may be 
illustrated as follows: 


Tazable Preferred Stock Dividend Rates 
Income 6% 7% 8% 
Net Income Yield 
$5,000 6.00 7.00 8.00 
10,000 5.93 6.92 7.91 
20,000 5.79 6.75 7.72 
50,000 5.34 6.23 7.12 
100,000 4.59 5.35 6.12 


It will be seen from these figures 
that a person having a net income of 
$5,000 or less in dividends escapes the 
tax entirely and, in the case of in- 
comes over this amount, escapes the 
normal tax of 4 and 8 per cent. This 
saving gives preferred stocks the 
advantage over bonds and notes to 
the extent of the normal tax. This is 
the advantage to the owner of the 
income. 

The exclusion of borrowed money 
as invested capital in the computation 
of excess and war profits tax has had 
an influence on corporate financing 
methods. The revenue act of 1918 
imposed an excess and war profits 
tax which first applied to corporate 
incomes for the year 1918. It pro- 
vides that borrowed money may not 
be included in the computation of 
invested capital, on which are based 
the tax credits. Preferred stock may, 
however, be included in the computa- 
tion of such invested capital. To 
illustrate the effect of these credits 
upon preferred stocks, take a case of 
1918 income to which the highest 
rates of the law apply. Assume a 
corporation having $1,000,000 of em- 
ployed capital earning 6 per cent net 
in the pre-war period and 15 per 
cent in 1918, before deducting fixed 
capital charges. If the employed cap- 
ital of $1,000,000 were represented by 
$500,000 of common stock and $500,- 
000 of 7 per cent preferred stock the 
corporation had an invested capital 
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of $1,000,000 within the meaning of 
the law and was entitled to 8 per 
cent of $1,000,000, or $80,000, as its 
excess profits tax credit. This was 
deducted from its net income before 
computing the excess profits tax. It 
would, in computing the war profits 
tax be entitled to deduct a credit of 
10 per cent, or $100,000. If the cor- 
poration, on the other hand, had the 
same employed capital represented by 
$500,000 of common stock and $500,000 
of bonds bearing 6 per cent it would 
be allowed credits of 8 and 10 per 
cent on the $500,000 common stock, 
or $400,00 as the excess profits credit 
and $50,000 as the war profits credit. 
In addition the corporation could 
deduct 6 per cent interest on the 
$500,000 of bonds, or $30,000, as an 
expense item. Eliminating the spe- 
cific credit of $3,000 for simplicity of 
computation, the tax, in the case of 
the corporation having preferred stock, 
would amount to $40,000. This, 
added to the fixed charge of 7 per cent, 
or $35,000 of dividends, on the $500,- 
000 preferred stock would make a total 
annual charge of $75,000, or 7.5 per 
cent upon the $1,000,000 of employed 
capital. In the case of the corpora- 
tion having bonds the tax, similarly 
computed, would be $56,000. This, 
added to the fixed charge of 6 per cent, 
or $30,000 of interest on the $500,000 
of bonds, would make a total annual 
charge of $86,000 or 8.6 per cent upon 
he $1,000,000 of employed capital. 
This shows that the corporation was 
better off to the extent of 1.1 per cent 
annually on its entire employed cap- 
ital by financing with half preferred 
stock paying 7 per cent dividends, 
than with half bonds paying 6 per 
cent interest. Of course, the advan- 
tage would increase or disappear, de- 
pendent on the amount of capital, pre- 
war earnings and tax year earnings but 
where the advantage existed, as it did 
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in many cases, it had the added effect 
upon the trend from bond to preferred 
stock financing. 

Thus it may be seen that the advan- 
tage to the holder of preferred stock 
over bonds, to the extent of the normal 
tax on the one hand, and the advan- 
tage to the borrowing corporation, that 
existed, in many cases, on the other 
hand, had the general effect of caus- 
ing a large increase of preferred stock 
financing and a relative decrease of 
bond financing. The advantage to 
the corporation of preferred stock 
financing is not so pronounced and 
more often disappears in 1919 and sub- 
sequent year incomes. For instance, 
using the same illustration based upon 
1919 income the corporation would be 
$3,000 a year better off by financing 
with bonds instead of preferred stock. 
The stock financing would make the 
total capital charge to the corporation 
4.9 per cent as against 4.6 per cent in 
the case of bonds. This is because the 
law provides for the elimination of the 
war profits tax of 80 per cent and a 
reduction in rates of the excess profits 
tax for incomes after 1918 but the 
advantage to the investor still remains, 
lessened only by the reduction in 
rates of the normal tax which are 
effective as to 1919 and subsequent 
year incomes. 


Effect of the Excess and War Profits 
Tax upon Municipal Bonds 


Certain provisions of the excess 
profits tax law relating to what are 
called inadmissible assets have a 
material effect on the sale of municipal 
bonds to corporations. When the ex- 
cess and war profits tax provisions 
of the law were enacted the framers 
considered it unfair to allow corpora- 
tions to base credits upon capital that 
did not produce income taxable to the 
corporation. For this reason munici- 


pal bonds were excluded in the compu- 
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tation of invested capital. Because of 
accounting complications, due to the 
effect of borrowed money, the act of 
1918 was drawn so that the exclusion 
of municipal bonds was made propor- 
tionately. In order to illustrate the 
effect of this exclusion upon the yield 
to corporations from municipal bond 
investments, consider a simple case 
having no borrowed money complica- 
tions. Assume a corporation having 
a capital stock of $800,000 and a sur- 
plus of $200,000, the $800,000 being 
invested in admissible assets and the 
$200,000 surplus in municipal bonds 
bearing 4 per cent interest. Assume 
that the pre-war earnings of the cor- 
poration were 8 per cent and that the 
net earnings for the tax year 1918, 
exclusive of bond interest, were $150,- 
000. Municipal bonds are inadmis- 
sible assets within the meaning of the 
law. Under the rule for the exclusion 
of inadmissible assets there would be 
excluded that proportion of the total 
invested capital of $1,000,000 which 
the inadmissible assets, amounting to 
$200,000, bears to $1,000,000. This 
would exclude one-fifth of the total or 
$200,000, leaving an invested capital 
of $800,000 for the purpose of comput- 
ing the credits of 8 and 10 per cent. 
The war profits tax rate would apply 
and, excluding the specific exemption 
of $3,000 for simplicity in computa- 
tion, the total tax would be $56,000. 
In order to observe the effect of the 
exclusion of municipal bonds as inad- 
missible assets upon the earnings of 
the corporation, assume that the cor- 
porations’ surplus of $200,000 were 
invested in 6 per cent corporate bonds. 
This would increase the taxable income 
to the extent of 6 per cent on $200,000, 
making the total net earnings $162,000. 
The corporation bonds would consti- 
tute admissible assets so that the in- 
vested capital for the purpose of the 
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tax credit would be $1,000,000 instead 
of $800,000 and the resultant tax 
would be $49,600. In the case of the 
surplus being invested in municipal 
bonds the total net earnings of the 
corporation would be $150,000, plus 
4 per cent on $200,000, or $158,000, 
which, less the tax of $56,000, would 
leave net earnings of $102,000. In the 
case of the surplus being invested in 
corporation bonds the net income of 
$150,000 would be increased by 6 
per cent on $200,000, making a total 
of $162,000, which, less the tax of 
$49,600 would leave net earnings of 
$112,400. Thus the total net earn- 
ings of the corporation in the case of 
holding the 6 per cent corporate bonds 
would be $10,400 or 5.2 per cent 
more upon the $200,000 of surplus. 
In other words, the corporation by 
holding the municipal bonds has not 
only failed to benefit from the income 
upon them but they have cost the 
corporation 1.2 per cent in addition to 
causing a loss of the 4 per cent inter- 
est received. The effect of the tax 
under the same circumstances for the 
year 1919, instead of 1918, would be far 
less on account of the elimination of 
the 80 per cent war profits tax and the 
consequent application of the 20 per 
cent excess profits tax rate. Under 
such circumstances it would cost the 
corporation only $800 a year more to 
hold the $200,000 municipal bonds 
than it would to hold the like amount 
of corporation bonds. This would 
result in a reduction of 0.4 per cent in 
the yield of the municipal bonds 
reducing it to 3.6 per cent. In this 


connection it ought to be stated that 
municipal bonds held by mutual sav- 
ings banks, and other corporations 
specifically exempted from the opera- 
tion of the income tax law, are not 
directly affected by this tax. 
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The Installment Plan and the Baby Bond 


By Rosert Riecer, Pu.D. 
Assistant Professor of Insurance in the Wharton School, University of Pennsylvania 


HERE is in financial literature 
a surplus of articles intended to 
reinforce the assumedly feeble will of 
the average American to save. The 
intention is not to add here another 
contribution to the voluminous litera- 
ture designed to induce thrift but 
rather to describe some features of 
finance which have contributed in 
recent years to make investment easy, 
safe and profitable for the small 
investor. It must also be pointed out 
that these features, with all their 
attendant individual and community 
benefits, are subject like other human 
institutions to misuse. 


Acencies or Turirr in THE UNiTED 
STATES 


Arranged approximately in the order 
of their general use by the majority of 
the people, the agencies of thrift in the 
United States are (1) Savings banks, 
(2) Insurance, (3) Building-and-loan 
associations and (4) Security invest- 
ments. For the past ten years con- 
siderable effort has been devoted to 
making the latter agency more readily 
available to the average person, cul- 
minating in the campaigns for the 
popular subscription of war funds. 
To make this agency for thrift effective 
among the greater portion of the 
population it is necessary to harmonize 
security investments with the means 
of the small investor, a necessity which 
may be met by either or both of the 
following methods: 

(1) Enable the investor to pay for 
the investment unit, stock or bond, on 
the installment plan. This is adapt- 
ing the investor’s purchasing power to 
the commodity to be purchased. 


(2) Reduce the size of the invest- 
ment unit, making it possible to pur- 
chase a share for $25 instead of $100 or 
a bond for $100 instead of $1,000. 
This is adapting the commodity to the 
investor’s purchasing power. 


Apaptine Purcuasinc Power TO THE 
CoMMODITY 


The Installment Plan.—The partial- 
payment plan is not new in the sense 
that it is a radical departure from 
previous methods of doing business. 
Fundamentally, it is, like a margin 
purchase, the buying of securities by a 
customer, partly on borrowed money 
and partly on his own capital, the 
purchased securities serving as col- 
lateral for the funds borrowed. This 
transaction is, however, modified (a) by 
encouraging purchases by small invest- 
ors and (b) by reducing to a minimum 
the highly speculative possibilities. 

Odd-Lot Dealers.—Purchases by small 
investors involve odd lots,' and a few 
words are required to describe their 
significance, it being understood that 
odd lots may be bought outright and 
do not necessarily involve the partial- 
payment plan. Nor do partial pay- 
ments preclude the buying of round 
lots, though this is rare. The odd-lot 
business is a specialty engaged in on 
a large scale by relatively few concerns, 
although nearly all brokers occasion- 
ally handle small amounts. It is 
made possible by the existence of the 
odd-lot dealer,? who, as distinguished 


! Lots of less than 100 shares, which is the 
unit of trading on nearly all stock exchanges. 

2In the United States the same individuals 
may operate in both capacities but in England 
these functions are sharply separated. 
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from a broker, derives his profit from 
the difference between the buying 
and selling prices of the securities he 
handles. He buys or sells odd lots and 
reverses these transactions in round 
lots by either combining the odd lots 
bought into a round lot or splitting up 
round lots purchased to deliver on 
his odd-lot sales. Such dealers are 
not numerous, five er six important 
firms being found in the membership of 
the New York Stock Exchange. Each 
firm, however, often has several part- 
ners owning Exchange seats and one 
firm controls eleven. 

Odd-Lot Brokers.—The larger part of 
the odd-lot dealer’s business is brought 
to him by odd-lot brokers. These do 
not differ from the ordinary commission 
broker, except that they are willing to 
buy or sell odd lots for customers, 
where as with the ordinary broker this 
is more or less an accommodation. The 
odd-lot broker, however, not only 
accepts but even advertises for this 
class of business. The remuneration 
of the broker is a commission charged 
the customer, varying with the price 
of the securities.* There are possibly 
sixty-five members of the New York 
Stock Exchange engaged to any extent 
in the odd-lot business. Of this num- 
ber it is said that only three or four at 
most operate partial-payment plans, 
although the plan is extensively ad- 
vertised by firms outside the exchange. 
One of the largest of the exchange 
firms carries on its books many thou- 
sands of odd-lot and partial-payment 
accounts. 


Usvuat Operation or THE PArTIAL- 
PayMENT PLAN 


Character of Securities Bought.—With 
its place in finance, its scope and 
accompanying features in mind we 
pass to an examination of the usual 
operation of the partial-payment plan, 


* See page 172. 
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with some comments on the variations 
introduced. The plan in its most 
desirable form presupposes that only 
high-grade investment securities are 
to be bought; otherwise those who 
can least afford to lose are encouraged 
to speculate. One firm tries to effect 
this by compiling a list of approxi- 
mately ninety securities which may be 
purchased, with exceptions only for 
good reasons but with modifications 
as found necessary. Some other firms 
exercise little or no supervision over 
this matter. Even high-grade securi- 
ties, if inactive, are not desirable from 
the broker’s viewpoint, because of 
the impossibility of using the odd-lot 
certificates as collateral for bank loans. 

Initial Deposits——To purchase an 
odd lot on the partial-payment plan 
the customer makes an initial deposit 
of a portion of the purchase price. 
The following is typical of the initial 
deposits required : 


On bonds 
$100 denomination $10 a bond 
1000 “ 100 “ “ 
On stocks selling 
Below 30 $10 a share 
From 30 to 50 
From 50 to 100 
From 100 to 150 gle 
From 150 to 200 tale 
Above 200 Special terms 


A purchase of eight shares at $90 per 
share would require a deposit, there- 
fore, of $160. A variation is to require 
a straight 20 per cent of the purchase 
price, which will average lower than 
the preceding scale. Curb houses 
sometimes provide for low-priced 
stock by a scale of deposits ranging 
from one dollar per share up. The 
balance of the purchase price is ad- 
vanced by the broker, who has the 
certificate transferred to his name and 
borrows on it from a bank. On the 
eight shares at $90 in our hypothetical 
case he would probably be able to 
borrow a little over $600. 
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Monthly Payments.—The theory is 
that the customer will now pay for the 
stock in installments, making agreed- 
upon payments on the first of each 
month of at least $5 on each $100 
bond bought, $3 on each share of stock 
at less than $30 and $5 on each share at 
$30 or over. In our hypothetical case 
the customer would agree to pay $40 
a month. In some cases the balance 
due is divided into twenty equal pay- 
ments or 10 equal payments and the 
plan called a “twenty-payment plan” 
or “ten-payment plan.” It will be 
noticed that with each monthly pay- 
ment the customer’s debt to the broker 
is decreased and his equity in the stock 
correspondingly increased. When fully 
paid for the shares are transferred 
to his name on the corporate books 
and forwarded to him. In the mean- 
time he is credited with all interest or 
dividends paid on the securities bought 
and charged interest on the net 
balance he owes. This interest is 
usually at the rate money costs the 
broker but at least 6 per cent. Since 
call loan rates in ordinary times seldom 
exceed 6 per cent this is usually the 
rate charged. Since our hypothetical 
customer is paying 6 per cent on the 
$560 owed (eliminating commissions 
for the present) and is receiving the 
dividends on the par value ($800) it 
is usually true that his money is earn- 
ing interest for him while he is paying 
for the securities. One concern states 
that it absorbs the interest charge in 
its commission which is, of course, 
much above the usual rate. 

Disposal of Accounts when Payments 
Lapse.—A very natural question is, 
what happens to an account on which 
the payments lapse? This may he 
treated in either of two ways. In the 
first place it may thereafter be con- 
sidered as an ordinary margin account, 
provided the amount of the customer’s 
deposit warrants it; if not, additional 


margin is called for and if not supplied 
the securities are sold. Secondly, it 
may be specially treated, as was the 
case with one firm, by being trans- 
ferred into a special class of accounts 
on which a penalty is imposed in the 
form of an additional carrying charge 
of say 2 per cent a year. One large 
house employing this latter plan has 
recently abolished it. 

Freedom of the Customer.—The cus- 
tomer may increase his payments at 
any time, may pay in full at any time 
and receive his securities, or if he de- 
cides to abandon the plan may sell at 
any time. It is the essence of the plan, 
however, that it is for investment 
purposes and is not to be employed to 
constantly speculate on market prices 
by conducting an active trading ac- 
count. Some houses therefore will not 
handle an account which is obviously 
purely a small margin-trading account. 
In other respects the partial-pay- 
ment plan resembles ordinary security 
transactions. 

Calls for Additional Margin.— 
One other feature deserves special 
mention. "The amount the customer 
has on deposit with the broker is 
termed his margin. Prior to 1913 some 
houses, with no unfortunate results 
and with the excellent intention of 
further divesting the partial-payment 
plan of margin-purchase characteris- 
tics, guaranteed the customer under 
all circumstances against any call for 
margin over and above his regular 
monthly payment. Under a properly 
conducted plan this can be accom- 
plished with perfect safety. In 1913, 
however, a resolution adopted by the 
Governing Committee of the New York 
Stock Exchange prohibited the carry- 
ing of accounts without proper and 
adequate margin,‘ and this guarantee 

* Resolution of the Governing Committee, 
New York Stock Exchange, February 13, 1913. 
Constitution of the New York Stock Exchange, 
with amendments to January, 1918, p. 99. 
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was considered as violating the spirit 
of the resolution and consequently 
abandoned by Stock Exchange houses. 
Curb brokers likewise appear to refrain 
now from giving this guarantee. How 
such a guarantee can be given on secur- 
ities which fluctuate widely and rapidly 
in price one can only speculate. 

Broker's Commissions.—The broker 
receives for his services (1) a commis- 
sion of at least $1.50,5 (2) the use of 
the capital supplied by the difference 
between the amount the broker lends 
the customer and the amount the 
broker borrows from the bank and (3) 
any excess of interest charged the cus- 
tomer by the broker above what he 
pays for money borrowed. It should 
also be stated that odd-lot orders are 
usually executed at a slight concession, 
buying orders at one-eighth above and 
selling orders at one-eighth under the 
current market quotation. 


BeNEFITs OF THE PartTIAL-PAYMENT 
PLAN 


From the standpoint of the individ- 
ual the partial-payment plan has 
many advantages, among which are 
the following: 


*The New York Stock Exchange and the 
New York Curb Association have prescribed 
commission rates, as follows: 


New York Stock Exchange 
Bonds | of 1% of par value 


Stocks 
Selling below $10 7.5¢ per share 
“$10 to $125 


“$125 or over 
Minimium commission, $1.00 


New York Curb Association 


Stocks 
Selling below $1 2% of total amount 
involved 
“ $1-3 4¢ per share 
“ 5-10 Th¢ 
$10-125 


Minimum $1.00 


Small-Scale Investment.—It enables 
small investors to purchase high-grade 
securities with a small immediate ex- 
penditure of capital. This counter- 
acts to some degree the usually unfor- 
tunate tendency of small buyers to 
purchase several shares of a cheap 
stock in preference to one share in a 
relatively conservative business. It 
also enables the small purchaser to 
invest his surplus as received and with- 
out delay. It provides a legitimate 
substitute for the so-called “bucket- 
shop.” 

Reinforced Will-Power.—The as- 
sumption of an obligation to make 
payments at regular intervals and the 
desire to own the security free of all 
encumbrance supply inducements to 
save. Each monthly payment in- 
creases the customer’s equity and 
consequently his returns. 

An Open Bargain Counter.—It gives 
the opportunity to purchase securities 
at a favorable price, while if immediate 
full payment were required the oppor- 
tunity would be lost. 

Investment Insurance —It enables 
the small investor to practice distribu- 
tion of risk, an advantage otherwise 
available only to the person of means. 
Carnegie’s advice to put all the eggs in 
one basket and watch the basket is 
inapplicable to the average person 
because he is not sure which basket to 
put them in and because he has neither 
the ability nor time properly to watch 
the basket. The other alternative is 
to distribute investments so that the 
loss upon any one will be small com- 
pared with the total investment. Such 
a distribution may be made geograph- 
ically, avoiding the large loss other- 
wise consequent upon the adverse 
business conditions of a particular 
community; industrially, avoiding the 
large loss consequent upon a depression 
in some few lines of business or on the 


basis of hazard, distributing purchases 
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between bonds and stock or conserv- 
ative and speculative enterprises. 

Investment Service.—Reputable houses 
furnish the investor with an investment 
service, advising him as to the character 
of his investments, furnishing financial 
facts and suggesting combinations fit- 
ted to his needs. This is easily subject 
to abuse. 

Investment Balance-W heel.—The sys- 
tem operates to induce conservative 
trading, because, while in a margin 
transaction the customer may assume 
large obligations without foresight, 
under the partial-payment plan the 
size of the periodical payment required 
will reasonably restrict his actions. 

Increasing Income.—The plan has 
the advantage over other systems in- 
volving borrowing that the purchaser’s 
equity in the securities is increasing 
and his debt and carrying charges con- 
sequently decreasing, resulting in a 
constantly increasing income reaching 
its maximum when the securities are 
paid for in full. 

From the standpoint of the com- 
munity the plan also has advantages. 

Thrift-—It is universally acknowl- 
edged that thrift is a national asset, 
involving the conservation of resources 
and the accumulation of capital, and 
the benefit of the instinct developed 
by the partial-payment plan will be 
realized in many other directions. 

Provision for the Future —It enables 
the accumulation of funds for the 
support of the individual and his 
dependents after earning power has 
diminished or ceased, a burden which 
would otherwise fall on the community. 

Manipulation.—It tends to create 
a wide distribution of the ownership of 
corporate securities, with consequently 
smaller opportunities for manipulation 
of prices. 

Extension of the Capital Field.— 
It extends the field of potential capital 
by making everyone a prospective 
investor and capitalist to some degree, 


consequently widening the field for 
raising capital when necessary. 
Community of Interest.—It enables 
the general public to share in the 
munificent returns supposed to be 
earned by large corporations and to the 
degree to which this opportunity is 
taken advantage of, it promotes a 
community of interest between “big 
business” and the general public. 


Apuses OF THE ParTIAL-PAYMENT 
PLAN 


But the more economically sound a 
plan is and the greater the need it 
satisfies, the more attractive a cloak 
it becomes under which to conceal 
activities entirely foreign to its pur- 
pose. So it is with the partial-payment 
plan. Great as are its possibilities, 
equally great are its possible abuses. 
One of the chief purposes of this 
paper is to show how deceitfully and 
destructively it may be misused. 

(1) It may be employed by an insecure 
business merely for the purpose of 
obtaining additional capital.—tIt will 
be remembered that the customer's 
equity in the securities is growing with 
each payment made. Until the shares 
are transferred to his name this equity 
is assuming more and more the nature 
of a trust fund, though it is hard to 
draw the line of demarcation. The 
original margin is necessary for the 
broker’s protection in the event of a 
decline in the price of the securities 
before any further payments are 
made. But it is plain that as the 
customer continues his monthly pay- 


“ments the amount on deposit gradu- 


ally, and in time greatly, exceeds the 
amount necessary for the protection 
of the broker. To the extent that this 
is true the fund becomes the equiva- 
lent of a deposit in a savings bank or 
a payment in a_ building-and-loan 
association. And yet, strange as it 
may appear, it has thrown about it 
none of the protection afforded bank 
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deposits or building-and-loan funds. 
The broker may use it as he pleases, 
provided only that he be ready to 
deliver the securities upon payment of 
the balance due by the customer. 
If he cannot do this he is usually 
insolvent and the customer must take 
his chances among the creditors. 
Under such circumstances the charac- 
ter of the house with which the cus- 
tomer is dealing becomes of inestimable 
importance. Yet there is nothing to 
prevent any broker from starting a 
partial-payment plan. 

(2) When dealing with unreliable 
firms the customer may not get the benefit 
of the correct price—There may be a 
variation of perhaps a point between 
the high and low prices of the day, 
and it is reputed that customers are 
often charged the high price of the 
day when in fact their orders were 
actually executed at much lower figures. 
This, of course, is not peculiar to the 
partial-payment purchase; but in view 
of the care required to obtain any profit 
from this class of business it offers 
a peculiar temptation to illegitimate 
practices. 

(3) The unreliable firm may not buy 
the stock at all—**bucket” the order. — 
Since the customer never sees the 
security until fully paid for, which is 
not usually for at least a year, the 
broker may notify the customer that 
the purchase has been made at a 
definite figure and then gamble on 
future prices, hoping to be able to buy 
it for much less. His anticipations 
may be realized, in which case the 
customer has been defrauded by his 
own hired and paid agent; or they 
may not, whereupon if many others 
have been treated in the same manner 
an insolvency ensues. 

(4) The broker may disappear with 
the funds in his possession.—This 
danger is not peculiar to the partial- 
payment plan, but is augmented by 
the character of the plan. From 
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ordinary margin buyers the broker 
can never embezzle more than 10 or 
20 per cent of the purchase price, 
whereas from the partial-payment 
buyers there is a constant influx of 
funds and a continual increase in the 
amount of other persons’ property held 
by him. It might be expected, there- 
fore, that an illegitimate enterprise 
would find the partial-payment plan 
a ready means of making ten or fifteen 
blades of grass grow where but one 
grew before. 

(5) The plan may also be used to 
entice persons to speculate recklessly 
who otherwise would abstain.—Persons 
who abhor “buying on margin” will 
readily consent to enter into a partial- 
payment plan for conservative invest- 
ment. Later it is easy to inveigle them 
into highly speculative purchases, to 
convince them that the partial-pay- 
ment plan and margin buying are 
identical after all, and both harmless, 


_ and, finally, to have them buying and 


selling with tolerable frequency nearly 
any security. An active account, with 
frequent transactions, yields far more 
in the way of commissions than a par- 
tial-payment account which, at best, 
offers the hope of only an exceedingly 
small return. 

(6) Speculative Character of Accounts. 
—Even where the broker is indifferent 
or opposed to the result described 
above, the account frequently assumes 
a speculative character without incite- 
ment and despite opposition. The 
customer himself never intends to 
buy and pay for the securities ordered, 
but merely regards the partial-pay- 
ment plan as an opportunity for doing 
on a small scale what his means will 
not permit by the ordinary method. 
For the success of the plan, not only 
the broker but also the customer must 
be sincere. For the broker closely to 
watch the state of mind of his many 
small customers as evidenced by their 
actions is too much to expect and this 
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explains why firms which have exerted 
every effort conscientiously to admin- 
ister the plan have not been entirely 
satisfied with the results. 

The odd-lot business of brokers has 
apparently not yielded any large 
profit thus far because of the expense 
of the tremendous amount of clerical 
work involved and the disproportion 
of postage and miscellaneous expense 
to the commission earned. The recent 
tendency has been to increase the obli- 
gations of the customer. One large 
house has very recently proceeded to do 
this by the following requirements, the 
objects of which are self-evident: 

(1) Acceptance of no partial-pay- 
ment accounts carrying less than five 
shares of stock or $500 par value of 
bonds. 

(2) A minimum carrying charge suf- 
ficient to yield at least $2 per account 
per month, including commissions. 

(3) A usual transfer charge of 4 


cents per share. 


ApapTinc THE Commopity To PurR- 
CHASING PowER 


The second method suggested, of 
adapting the commodity to the in- 
vestor’s purchasing power by decreas- 
ing the size of the investment unit, is 
equally important but requires little 
description. This method was adopted 
in conjunction with the partial-pay- 
ment plan in the sale of Liberty bonds 
and proved eminently successful. For 
years prior to this, however, the so- 
called “baby bond” was being put 
on the market, and within recent years 
hundreds of such issues are available 
to the small investor. Lists of prom- 
inent bonds of $50 and $100 denomi- 
nations are frequently published in the 
columns of magazines and space is 
not available here to reproduce such a 
list. One New York firm, at least, is 
now more or less specializing in the 
sale of bonds of small denominations 
directly to the public, eliminating the 


middleman’s profit. Thus far there 
has been practically no deliberate 
application of this method to stock 
certificates, although it would supply 
all of the benefits of the partial-pay- 
ment plan with very few of the abuses 
to which that plan is subject. To 
place commodities such as pianos and 
automobiles in the hands of persons 
of limited means, the partial-payment 
plan is essential, since these articles 
cannot be divided, but corporate cap- 
ital is easily divisible and its adaptation 
to purchasing power consequently con- 
venient. There is no reason, appar- 
ently, why $10, $25 and $50 should not 
become standard par values for stock 
certificates instead of $100. 

It will easily be seen by retrospec- 
tion that the baby bond idea has all 
the advantages of the partial-payment 
plan—encouragement of thrift, diversi- 
fication of investments, restriction of 
speculation, provision for the future, 
diminution of manipulation, exten- 
sion of the capital field and community 
of interest. It has worked satisfac- 
torily in the case of bonds and it is 
curious that it has not been applied ex- 
tensively to stock certificates, where 
the results would be even greater. One 
might anticipate that with a reduction 
of the par value to $10 per share the 
interest in the Pennsylvania Railroad 
Company would be increased from 
100,000 to 200,000 or 300,000 persons 
and that similar results would obtain 
in other large corporations. This is a 
possibility worthy of serious considera- 
tion by promoters and underwriters. 
A reduction in the par value of shares 
would produce all the benefits of the 
partial-payment plan and eliminate 
some of the abuses of this system. It 
would broaden the investment field 
in the United States and open up new 
fields for stocks and bonds of American 
corporations in foreign countries, where 
large denominations have always been 
a detriment to wide distribution. 
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‘Blue Sky’’ Laws 


By Rosert R. Resp! 
Of Reed, Dougherty & Hoyt, New York City 


Purpose or “Buive Sky” Laws 


a a suggestion of a paper on “blue 
sky” laws is timely, although 


difficult to execute. “This law,” 

as Bank Commissioner Dolley, of 
Kansas, stated in his 1912 report, “is 
something entirely new in the business 
world.” The general evil, however, at 
which it is directed—fraud in the sale 
of property rights—is as old as the 


‘Mr. Reed has been intimately connected 
with the development of “Blue Sky” legislation 
both individually and as counsel for the Invest- 
ment Bankers Association of America and other 
clients.— Ed 

2The following introduction to Finlason’s 
Report of the case of Twycross v. Grant, pub- 
lished in London in 1877, might well serve as a 
standing introduction to articles on this subject: 

“When, half a century ago, the principle of 
association was largely applied to commercial 
enterprises, it became, as all good things are 
liable to be, grossly and lamentably abused, and 
the first fault was in excess. In the year 1824-25 
two hundred and seventy six companies were 
projected, of which the aggregate capital, on 
paper, was £174,114,000. ‘However absurd,’ 
observes the historian, ‘many of these schemes, 
the shares of some rose to enormous premiums, 
especially the foreign mines.’ The cause of this 
excess, however, as the historian mentions, was 
a spirit of over-speculation, caused by redun- 
dancy of capital. People had so much money 
that they did not know what to do with it, and 
so they fell an easy prey to artful schemes. The 
immense multiplication of joint-stock schemes, 
many of them delusive, in which vast sums of 
money were lost, lead in 1826 to the most tremen- 
dous revulsion in our commerce which threat- 
ened the entire country with bankruptcy. In 
the session of that year, Alderman Waithman 
brought the subject forward in the House of 
Commons. The alderman stated that within 
three years six hundred companies had been 
formed—most of them for dishonest purposes. 
‘The directors of these fraudulent schemes 
worked with the market as they pleased, forcing 
up the prices of shares to sell, depressing them 
to buy and pocketing the difference.’ 


institution of private property. This 
evil has been facilitated and supple- 
mented by the creation and use of 
corporations; supplemented in the 
sense that in addition to fraud we 
have reckless and improvident flota- 
tions—*‘a constant flow of capital into 
enterprises doomed in their inception” 
—and also facilities of corporate over- 
reaching unknown to the common law.? 


Not only were no measures taken against the evil, 
but the measures taken were such as tended to 
increase it. The legislation on the subject was 
marked with singular fatuity. Not only did it 
afford every facility for the formation of com- 
panies, in affording an easy process for incorpora- 
tion by mere registration, but it really afforded 
every facility for the formation of fraudulent 
companies, and took no guarantees for honesty 
of intention, for Ahe stability of the projectors or 
the genuineness of the scheme. . Itseems 
incredible, but such was the fatuity of a ‘re- 
formed’ Parliament in dealing with such sub- 
jects, that the Joint Stock Companies Act 
positively allowed a company to be formed, 
registered and incorporated by the mere subscrip- 
tion of seven persons for a single share each, 
Of course, the result was that fraud, which 
this fatuous legislation may almost be deemed 
to have suggested, was largely practiced, and 
for the last thirty years innumerable companies 
have been thus formed, by a few interested 
schemers, with the design of risking other peo- 
ple’s money, not in real and honest enterprise, 
but in a sordid traffic in shares.” 

The perspective afforded by a study of this 
problem in England, France and Germany, is of 
the greatest value. Much material of this char- 
acter, including an interesting review of the 
adoption and operation of the 1911 Kansas Act, 
will be found in a volume entitled Company 
Capitalization Control prepared in 1913 for the 
State Department of Canada by Thomas Mul- 
vey, author of an annotated Dominion Company 
Law (1919). The responsibility of the state for 
much of the evil incident to corporate promotion 
was very recently emphasized by Judge Landis, 
of the federal court, in Chicago. In sentencing 
a promoter to ten years’ imprisonment he is re- 
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It is largely to these corporate possi- 
bilities of waste and of effectual but 
legal “theft” that “blue sky” laws are 
directed; they would prevent not only 
fraud but also whatever will, in the lan- 
guage of the acts, “work a fraud” on 
the unsuspecting purchaser. He must, 
in the opinion of the Securities Com- 
mission of Minnesota, “have a fair 
chance to gain by his investment.” 
It is not necessarily a “fraud” to sell 
a man property without disclosing 
known defects. The doctrine of caveat 
emptor applies. But it may “work a 
fraud” upon him to sell him stock in a 
company whose chief asset is an option 
on a mining lease for which the pro- 
moter has received half the stock issue, 
even when, according to one view, this 
fact is disclosed. To promote this 
combination of evils the legislatures of 
forty-eight states, more or less, have 
been buying with each other in the sale 
of corporate facilities, and now to re- 
strain this combination of evils the 
legislatures of forty-eight states have 
been urged to set up a machinery to 
control, not the creation of corpora- 
tions, but the distribution within each 
state of corporate securities. Some 
twenty-eight states, including Ohio, 
Illinois, Michigan, Wisconsin and Min- 
nesota, have yielded to this demand. 
Some of the largest and wealthiest 


ported to have said: “The state of Delaware 
would face an indictment for licensing such cor- 
porations as the Pan Motor Company if I could 
summon a sovereign state into court.” The 
student might read on this subject the address of 
Edgar H. Farrar of New Orleans, an ex-president 
of the American Bar Association, in the 1911 
Proceedings of that body, also the several ad- 
dresses of ex-Attorney General Wickersham on 
anti-trust legislation, and articles entitled Amer- 
ican Democracy and Corporate Reform, in the 
Atlantic Monthly of January, 1909, and Feb- 
ruary, 1914. It is interesting to note that West 
Virginia and Arizona were among the first states 
to adopt “blue sky” laws, applying not to cor- 
porations organized in the state, but only to 
corporations and others selling securities in 
the state. 


states, New York, Pennsylvania, Mas- 
sachusetts, Indiana, Washington (by 
a referendum) and Colorado, have 
resisted this demand. 


or “Brive Sky” 


In the year 1910, Bank Commis- 
sioner Dolley, of Kansas, former 
chairman of the Republican State 
Committee, a prosperous merchant 
and president of a local savings bank, 
inaugurated a remarkably effective 
newspaper agitation against “‘blue sky 
merchants” in that state. He be- 
came imbued with the laudable pur- 
pose, not only of driving these “get- 
rich-quick vultures” out of business, 
but also of organizing his department 
to serve the people in investment mat- 
ters. “I am sure,” he wrote in one of 
his circular newspaper letters, “we can 
give them some valuable advice and 
be of much assistance to them in in- 
vesting their money where it will not 
be lost.”” In the same letter he prom- 
ised “to remove these financial can- 
cers entirely from our state—with the 
proper help from the legislature.” 
The legislature complied promptly and, 
without adequate investigation of the 
subject, enacted the 1911 Kansas Act. 
Mr. Dolley’s advertising genius again 
asserted itself. In his 1912 report he 
was able to say: “The law is rapidly 
gaining fame all over the civilized 
world, and I believe that a large num- 
ber of the states will adopt similar 
laws at the coming sessions of their 
legislatures. I believe that a movement 
has been started that will eventually re- 
sult in the regulation and supervision of 
all kinds of companies in the same man- 
ner as banks are now regulated and 
supervised.” 

The legislatures of fourteen other 
states “obeyed the impulse” propa- 
gated by Mr. Dolley. Several of them 
adopted his 1911 act without change; 
others committed, independently, equal 
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follies. Mr. Dolley himself went out 
of office, and the 1913 Kansas legisla- 
ture materially amended his act, taking 
among other changes, its exclusive 
administration out of the hands of the 
bank commissioner. In 1915 the en- 
tire act was repealed and a new “spec- 
ulative securities”’ act was passed. 


-Tue Kansas Act or 1913 « 


It would be impossible to analyze in- 
telligently and briefly the early 1913 
statutes. It is sufficient to say that 
the Kansas, and similar acts, pro- 
hibited the offer or sale of any security 
(with a few exceptions) without a per- 
mit from the state based upon the find- 
ings of a state official. These findings 
must certify that the “proposed plan 
of business and proposed contracts 
contain and provide for a fair, just 
and equitable plan for the transac- 
tion of business, and, in his judgment, 
promises a fair return on the stocks, 
bonds and other securities offered 
for sale by it.” It is quite evident 
from the language used that the orig- 
inal draftsman either knew nothing 
of the normal investment security 
business, or was unaware that both 
it and the ordinary borrowing of a 
private business concern were included 
in his primary prohibition hence 
subject to the regulatory provisions of 
the act. The whole conception of the 
law was that of a typical promotion 
enterprise by the issuing company. 
These acts were hoplessly crude and 
unworkable; they covered an admin- 
istrative field which could not have 
been covered in operation by several 
hundred trained employes; little effort 
was made to enforce them according to 
their terms, although they proved ef- 
fective in several states as a club to 
frighten “‘blue sky merchants” out of 
the state, and to some extent made 
conservative outside dealers withdraw 
from the state. Heavy losses resulted 


in some cases. They were (as are the 
present laws) capable of serious and 
corrupt abuse, and they were held un- 
constitutional in three federal court 
decisions concurred in by eight judges. 
(Alabama Transportation Co. v. Doyle, 
210 Feb. 173; Compton v. Allen, 216, 
Fed. 537; Bracey v. Darst, 218 Fed. 
482.) Most of these laws have been 
either repealed, materially amended 
or have become obsolete. 

In their inception, these laws were 
an instance of the “rapid action” by 
which, as Bagehot says, “excellent 
people fancy they can do much—that 
they will most benefit the world when 
they relieve their own feelings; that as 
soon as an evil is seen something must 
be done to stay and prevent it.” Since 
1915 the development of “blue sky” 
laws has been characterized by “ani- 
mated moderation,” which the same 
writer praises as a special virtue of 
“government by discussion.” Some 
of the lengthy “blue sky” history of 
1913 to 1915 is given in the note.* 


3 It seems necessary to mention the litigation 
and court decisions, in which the writer, as 
counsel for the Investment Bankers Associa- 
tion of America, had a professional interest. 
The Investment Bankers Association of America 
owed its origin, in part, to a desire among reputa- 
ble dealers in securities to attack and diminish 
fraud in their distribution. One of its prime 
movers, Mr. Warren B. Hayden, of Cleveland, 
later president of the Association, addressed 
the first convention on “Blue Sky Legislation,” 
and his address, published in the 1912 Annual of 
the Association and widely commended, may 
be said to represent the viewpoint with which the 
Association approached the subject. The Asso- 
ciation formulated, and in 1913-14 urged a pro- 
posal along the lines of Mr. Hayden's sugges- 
tions. A measure embodying these suggestions 
became the Maine Act of 1913, and in 1917 New 
Hampshire followed with a similar act. The 
1913 Iowa and Michigan acts, representing crude 
efforts to improve on the Kansas law, contained 
specific penal provisions which made it unsafe to 
ignore them. Counsel advised the Association 
that these acts were, in their opinion, unconstitu- 
tional. Suits were commenced to contest the 
acts, and the result was that the reported deci- 
sions held them unconstitutional. These deci- 
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Present “Bive Sky” Laws 
The breathing spell and check given 
by the decisions holding the earlier 
laws invalid has been followed by the 
enactment of new statutes, eliminating 
the more obvious crudities of the earlier 


sions were followed by the federal court decision, 
which held invalid the West Virginia 1913 Act, 
which was based on the 1911 Kansas Act. No 
appeals were taken from these decisions. “Blue 
sky” agitation of the extreme type seemed to be 
declining. In 1914 following a general “blue 
sky” discussion, the first if not the only such dis- 
cussion ever held by a national association, a com- 
mittee was appointed by the National Associa- 
tion of Supervisors of State Banks to coiperate 
with “the so-called investment bankers” in the 
effort to formulate an effective law. This com- 
mittee reported in 1915 a “fraud act” based on 
the fraud section of the federal postal laws, and 
containing a section requiring notice to a state 
official of any proposed general offering, and also 
a section giving complete power of official in- 
vestigation and prosecution. A copy of this 
proposal, with the committee report, is found in 
the 1915 Proceedings of the National Association 
of Supervisors of State Banks, and also in the 
1915 Annual of the Investment Bankers Asso- 
ciation of America. The fraud section and the 
investigation section constitute the 1916 Vir- 
ginia Act, but, probably because of the omission 
of the essential publicity section, the Virginia 
legislature in 1918 supplemented the fraud act 
by a 1915 Kansas type of act. The fraud sec- 
tion of this proposal is found in the 1915 West 
Virginia and 1917 Minnesota acts. Another 
1914 committee, that of the Attorneys General 
Association, of which the Attorney General of 
Michigan was the chairman, was not willing to 
have the problem settled by “government by 
discussion.” The committee practically re- 
fused its coUperation and drafted a new pro- 
posed act which, without time or opportunity 
for discussion, was at once adopted in Michigan, 
Arkansas and South Dakota. This measure 
marked a distinct advance over the previous 
Michigan Act on which it was based. Its con- 
stitutionality was questioned and attacked, and 
subsequently two federal court decisions held it 
invalid. (Halsey v. Merrick, 228 Fed. 805; 
Siouz Falls Co. v. Caldwell, 230 Fed. 236.) Both 
cases were appealed and the Michigan and 
South Dakota acts were finally sustained by the 
United States Supreme Court. 

The Ohio Act, which stands alone in its form 
and in most of its detail, was also held unconsti- 
tutional in the lower federal court on the author- 
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laws but in the main adhering to the 
original principle of executive control. 
It is not feasible to present the details 
of specific acts, but we can perhaps 
outline what may be called the pre- 
vailing type of a regulative law,‘ the 


ity of the earlier cases (230 Fed. 233), but was 
finally upheld by the supreme court. These 
three cases, involving the statutes of Ohio, Mich- 
igan and South Dakota, were argued and de- 
cided together (242 U.S. 539, 559 and 568) in the 
supreme court. The Michigan case was brought 
as a test suit, but, perhaps unfortunately, it 
reached the highest court in the company of two 
cases involving more or less typical “blue sky” 
evils. The result was a legal triumph for the 
attorney general of Michigan, reversing as it did 
the practically unanimous decisions in six lower 
court cases, and the generally accepted view that 
the principle of administrative control was un- 
constitutional. The three decisions must be 
read together. Although it can and should be 
said that the court does not seem to have thought 
it necessary to meet or discuss all the specific 
objections to these acts, it is clear that it decided 
that (1) the issuance of securities, (2) the busi- 
ness of dealing in securities, and (3) the general 
flotation or sale of a particular issue or block of 
securities may, without violating the federal Con- 
stitution, be made a subject of executive license 
and control. In commenting on some of the 
stronger general objections to the acts, Mr. 
Justice McKenna disclaimed any judicial re- 
sponsibility for their wisdom saying, “we 
cannot stay the hands of government upon a 
consideration of the impolicy of its legislation. 
It costs something to be governed.” 


* The existing laws vary greatly. The 1915 
Kansas Act is found in modified form in North 
Dakota (1915), Virginia (1918), Oklahoma (1919) 
and Wyoming (1919). It accepts the general 
suggestion, originally made by the Investment 
Bankers Association, of dealing distinctively 
with “speculative securities,” but the term is so 
broadly defined that it is hardly safe to assume 
that any security (not specifically exempted) is 
excluded. The West Virginia 1915 Act also 
rests primarily on “speculative securities.” 
This act was copied from a pamphlet circulated 
by the former corporation commissioner of Ore- 
gon, and was enacted in West Virginia appar- 
ently without the benefit of changes made by its 
proponent before it was introduced in the Oregon 
legislature, which body incidentally rejected the 
whole proposal. The Michigan 1915 Act men- 
tioned in the preceding note is found in modified 
form in Arkansas (1915), South Dakota (1915) 
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Laws 


constitutionality of which has been sus- 
tained by the supreme court. 


Prevauine Tyre or “Bive Sky” 
Law 


The law prohibits the offering or 
sale of securities, with certain exemp- 
tions, except under the conditions pre- 
scribed by it. A violation is punish- 
able, and may also have the effect of 
making a sale illegal, with a resulting 
suit for recovery of the purchase price 
(Edwards v. Toor, 205 Mich. 617), and 
possibly for the recovery of damages 
against all parties concerned. The 
dealer in securities must secure an an- 
nual license, the granting of which is 
discretionary and revocable. This re- 
quires a fee and a large amount of 
detailed information, most of which, it 
may be assumed, is never read by the 
state official if he knows that the dealer 
is a recognized financial house. This 
law applies to all issuers of and dealers 
in securities. A non-resident issuer or 
dealer having no office in the state is 
an issuer or dealer under the law if 
he offers or sells securities in the state. 

Before offering & particular security 
in a “blue sky” state the issuer or 
dealer must determine whether the 
law applies to that security. Certain 
kinds of sales, such as sales by the 
owner not in the course of repeated 
transactions, sales to a bank or dealer 
and new stock issues to existing stock- 
holders, are exempt. Certain classes 
of securities are also exempt, including 


and South Carolina (1915). It was used as a 
basis for the Minnesota 1917 Act, but with many 
improvements. All of the other acts proceed 
on more or less independent lines. Those of 
Maine (1913) and New Hampshire (1917) are 
mentioned in the preceding note. The form and 
phraseology of the first Kansas Act may still be 
found to some extent in the laws of Idaho, Ari- 
zona, Montana, Tennessee, Missouri and Ver- 
mont. The last two acts contain discretionary 
exemptions which have made them relatively 
harmless against legitimate business. The Idaho 
Act is almost identical with the 1911 Kansas Act. 
12 
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governmental and municipal bonds, 
approved public utility securities and 
securities senior thereto; securities 
listed and dealt in on approved ex- 
changes or regularly quoted in news- 
papers for a year, and securities senior 
thereto; also certain classes of local 
securities, such as bank stocks, com- 
mercial paper and first mortgage 
bonds or real estate in the state. Man- 
ifestly many sound and necessary in- 
vestment offerings are not included in 
these exemptions. 

If the security is subject to the law, 
the application for leave to offer it 
must be accompanied by a fee based 
on the amount proposed to be offered 
in the state. Detailed information as 
to the issuing company, its character, 
powers, properties, stock issues and 
business, is required to be furnished. 
A state official must be designated for 
service of process on the applicant in 
any future suit. Additional informa- 
tion may be required either in the first 
instance or from time to time. Ap- 
praisals and audits may be required, or 
an official investigation of properties 
made, without limit as to expense, but 
all at the expense of the applicant. The 
Securities Commission must examine 
the information furnished. Presuma- 
bly it must continue its examination 
until it is satisfied that the proposed 
sale will not “constitute a fraud,” or 
“work a fraud,” on the purchaser. It 
then issues a permit or license under 
which the securities in a named amount 
may be sold within the state. It is 
possible and usual in proper cases for 
it to condition the permit. This it 
may do indirectly by requiring the 
applicant to file a statement that the 
securities are to be sold under certain 
conditions, for instance, at not exceed- 
ing a named price. The law also em- 
powers the commission to require the 
cancellation of any stock issued for 
property in excess of what it considers a 
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fair value, and to require a deposit in 
escrow of any promoters’ stock, to pre- 
vent its being sold prior to the fulfil- 
ment of prescribed conditions, or the 
demonstration of earning power over 
a given period. The permit to sell, like 
the dealer’s general license, may be 
revoked for cause. It is required to be 
revoked if the licensee at any time re- 
fuses desired information, or refuses to 
sanction an expert investigation of 
his business or properties (possibly in 
Peru) at its own expense.’ Appeals 
may be taken to the courts to compel 
the issuance or prevent the revocation 
of a license. This type of act has 
been sustained by the supreme court. 


5A state official, very prominently identified 
with the development of these laws, once re- 
marked that “the difficulty of approving an issue 
on a South American property did not bother 
them.” They had in fact just had such a case. 
They couldn't examine the property, of course, 
but they made the promoter give a bond securing 
investors in the state against loss. He added: 
“He was a good fellow; he gave the bond but I 
don’t believe he tried to sell any of the stock.” 
It is difficult for anyone with a national view- 
point of the subject to grasp the intelligent local 
viewpoint of this instance. It meant of course 
the practical cessation of this presumably legiti- 
mate offering in that state. A most complete 
and persuasive statement of the purpose and 
operation of the present laws is found in the 
1918 report of the Minnesota Securities Com- 
mission. The following extract is illuminating: 

“The purpose of the law as stated in the pre- 
amble is to prevent fraud in the sale and disposi- 
tion of stocks, bonds or other securities. The 
term fraud as here used does not have reference 
to premeditated fraud alone. It includes trans- 
actions which are fraudulent in effect even 
though bad faith is not present. Just as much 
money is lost through the failure of bona fide but 
misguided business ventures as through out and 
out frauds. In either case the stockholder gen- 
erally loses. Both should be prevented as far as 
possible and this was the object of the law. 

“The primary question before the commission 
in every case is whether or not the sale of the 
particular security is fraudulent or will work a 
fraud on purchasers thereof. The commission 
has interpreted the law to mean that the sale of 
a security is fraudulent, or tends to work a fraud 
on the purchaser, if the latter does not have a fair 
chance to gain by his investment. It is not suffi- 
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Feperat LeGcisLaTion NECESSARY 


It has seemed necessary to devote 
most of the space available for this 
article to an outline of the history and 
character of “blue sky” laws. In a 
sense they carry their own commenda- 
tion to the average reader, and their 
own condemnation to the reader famil- 
iar with security offerings. The ques- 
tion of a remedy remains, both for the 
evil at which they are directed and for 
the evils which they have created. 
After several years of more or less inti- 
mate study of the subject, the writer 
has come to one quite definite conclu- 
sion. The first problem to be met and 
solved, in any intelligent effort to deal 
with the subject, is that of controlling 
the creation and original promotion of 
corporations and associations, and the 
solution of that problem lies with the 
federal government. Neither one nor 
forty-seven states can solve it and 


cient that the money invested is secure against loss.” 

This administrative principle, so laudable in 
its statement, applies to the promotion of a 
mining property in Mexico, a railroad in 
China, an automobile inyention, or a franchise 
or contract right involving legal pitfalls, or any 
other enterprise, the future of which is wholly 
speculative, a matter of individual judgment 
or guesswork. If the state bureau is con- 
vinced that there is “‘a fair chance to gain,” it 
goes forward; otherwise it is stopped. It was 
admitted in oral argument in one of the re- 
ported cases that the promotion of the Ford 
automobile, which was originally financed as a 
pure speculation and considered visionary by 
business men, would probably have been disap- 
proved under these laws. The state official has 
many means of informing himself on particular 
industries. In one important state, a very excel- 
lent official was said to keep posted on one class 
of enterprises through a personal friend in the 
business who advised him, speaking of his own 
competitors, to “watch them all.” The Min- 
nesota or Wisconsin investor can no doubt take 
his chances despite these manifest dangers, but 
the large Minnesota or Wisconsin enterprise 
seeking a broader market in other states may 
find its development thwarted when confronted 
with the burden of proving its business prospects 
to the satisfaction, not of one but of many state 
commissions. 
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forty-eight states never will without 
federal compulsion. Although intelli- 
gent state officials with a purely local 
viewpoint may see no harm in circum- 
scribing by state lines the important 
national business of financing our in- 
dustries, and, so far as may be, those 
of other countries, and may hope by 
local administration to stamp out the 
national evil of fraudulent flotations, 
all, whose viewpoint is national, must 
realize that the problem cannot be met 
in this way. 


INADEQUACY OF Strate REGULATION 


The business of marketing securities 
is predominantly interstate and not 
intrastate. It is not a business done 
at an office or over the counter, but 
one in which an established house in a 
central city has a clientele served by 
agents and mail in a large territory 
covering several states, or, on the other 
hand, a band of crooks without legal 
domicile who wander at will and “fly 
by night” from one state to another. 
Purely intrastate transactions can be 
left to the wisdom of a capable state 
official. He may be unduly severe 
with one and over trustful of another 
local flotation. But certainly in the 
smaller states local flotations are of a 
size and character which, as a rule, 
can be fairly judged and controlled, at 
least to the extent of preventing mani- 
fest frauds. This, of course, is apart 
from the political principle involved. 
It is, however, when we apply the 
conception of these laws to interstate 
flotations, good or bad and especially 
bad, that we realize their failure to 
fulfil their purpose. With the highest 
respect for the state officials, it is im- 
possible to expect many of them to be 
able to cope with the complications and 
corporate machinery of large specula- 
tive or fraudulent interstate flotations. 
On the other hand, the laws themselves 
with the necessity of even a colorable 
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compliance with them, are prohibitive 
of the normal investment interstate 
business. It is neither necessary nor 
worth the burden to include West Vir- 
ginia or North Dakota or even Wiscon- 
sin or Michigan in a circular offering of 
new securities, and consequently the 
investors of those states are deprived of 
whatever value there may be in such 
offerings of investment securities. The 
larger New York and Chicago invest- 
nt houses revise their mailing list 
n securities subject to the laws, while 
the speculative promoters and “get- 
rich-quick”’ merchants resort to vari- 
ous devices to evade the laws, possibly 
attracting inquiry by disguised news 
advertising and by closing transactions 
in a “non-blue-sky” state, or sending 
agents into a state to sell licensed se- 
curities or a fine grade of jewelry with 
a side-line, not of fake securities, but 
of tips on a rare opportunity to buy 
the same of the Bunkem Morgan Co., 
in Pittsburgh or Indianapolis. The 
states are too small and the business 
too large, complicated, important and 
profitable on speculative issues, for any 
hope of solution by state laws. Of 
course the fundamental evil lies in the 
laws of the corporation-making states, 
and it is hopeless to attempt to correct 
this evil by empowering the state offi- 
cials of Wisconsin, Michigan and Ohio 
to exercise diverse judgments on the 
amount of stock which the state of 
West Virginia should permit to be 
issued for property in Oregon or 
Mexico. 


FeperaL RestricTion ON CORPORATE 
ORGANIZATION 


We need a federal “blue sky” law. 
The constitutional difficulty must be 
met. A federal law reasonably adapted 
to the constitutional purpose of pre- 
venting fraud and deception in inter- 
state flotations of securities would pre- 
sumably be upheld. The fact should 
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not be ignored that, although the power 
is to regulate interstate commerce, 
the jurisdiction of the federal govern- 
ment exercising this power extends to 
every part of the country. In the reg- 
ulation of such commerce it may re- 
quire such safeguards and preventa- 
tives as are adapted to its protection 
and freedom. It does not, so to speak, 
sit with a gun in hand on the imaginary 
boundary line of a state. An intra- 
state act injuriously affecting inter- 
state commerce, including, it would 
seem, an act of the state itself creating 
a so-called “piratical corporate en- 
tity,” designed as an instrument of 
interstate frauds, is within the federal 
jurisdiction. 

If the creation and promotion of 
corporations under lax state laws is 
found to be productive of fraud in 
interstate commercial transactions, 
the creation of such corporations 
having power to engage in such 
transactions, may, it would seem, be 
prevented and controlled. If a cor- 
poration does not desire to engage in 
interstate commerce, it should not ask 
the power to do so. If it asks the 
power to do so, it presumably intends 
to exercise that power. In a word, it 
would seem possible for the federal 
government by a restrictive law to 
condition and standardize the charters, 
organization and promotion of all cor- 
porations excepting those which are by 
their charters confined to the creating 
state, i.e., prohibited from engaging in 
interstate commerce, and their securi- 
ties forbidden to be sold in states other 
than the state of their creation. If 
this is so, the problem may be sub- 
stantially dealt with under the federal 
power and from the viewpoint of con- 
trolling the original creation of and 
imposing the necessary limitations 
upon the corporation itself. The prob- 
lem could then be met comprehen- 
sively and effectively, following, if de- 
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sired the excellent examples already at 
hand in the British and Canadian 
Companies’ Acts. 


Benerits or ReGcuLatTion 


Solely to instance the efficiency of 
this method of approach, and without 
wishing to present any specific details 
—it would be possible to require the 
proper valuation of properties issued 
for stock, though permitting the issu- 


\ance of stock without par value; to 


require a promoters’ statement to be 
filed and published statjng all the ma- 
terial facts entering into the promo- 
tion, including the amount necessary 
to carry out the professed object of the 
corporation; to prohibit any allot- 
ment without a complete subscription 
or underwriting; to require that if less 
than 90 per cent of the proceeds of any 
public offering of securities is received 
by the corporation, and the fact is not 
made known to intending purchasers, 
any resulting sale shall be void; to re- 
quire a general stockholders’ meeting, 
similar to the statutory meeting under 
the British Companies’ Act, with power 
to rescind any action not disclosed, or 
based on facts not disclosed in the pro- 
moters’ statement; in short, to see that 
the company is completely organized 
for an honest business—not simply for 
stock jobbing—before it has satisfied 
the conditions of its creation. Any 
such law should favor the honest pro- 
moter, recognizing, as Professor Mead 
expresses it, that he “performs an in- 
dispensable function in the commu- 
nity by discovering, formulating, and 
assembling the business propositions 
by whose development the wealth of 
society is increased.” 


Tue Proper Basis ror 
LEGISLATION 


It is impracticable in this article to 
discuss adequately the details of a pro- 
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posed law.’ But a final word should 
be said as to the proper conception on 
which the law should rest. Let us 
first assume the formation and finan- 
cing of a business or enterprise by three 
men, one supplying the opportunity, 
another the management, and a third 
the money. They deal with each other 
at arm’s length and no one would sug- 
gest that a state official should inter- 


* The Taylor Bill, now in Congress, presents 
perhaps the most intelligently conceived plan of 
enforced publicity yet proposed. In substance, 
it requires a statement of information to be filed 
at Washington on any general offering of securi- 
ties, and duplicates to be filed in a proper 
office in each territory covered by the offering. 
It also requires that any dealer or underwriter 
offering a company’s securities must join in and 
guaranteee the company’s or promoter’s state- 
ment of facts. This requirement tends to defeat 
its purpose by driving conservative dealers from 
the field and removing the most responsible 
check to ill-advised flotations. If this feature of 
the bill were enacted, it might be safely pre- 
dicted that its able author, counsel for the late 
Capital Issues Committee, would not, on full 
consideration, accept a partnership in the best 
investment house in the country, for the 
very simple reason that he would soon have 
hanging over him a contingent liability of at 
least one hundred times his capital. An investor 
can buy and hold his securities, assuming, as he 
does, his risks of loss, but a dealer selling many 
times his capital cannot assume the risks of loss 
on all he sells, unless he charges a heavy insur- 
ance premium. He should, and does, of course, 
assume responsibility for his own care in investi- 
gating the security and in recommending it to 
his customers. In the discussion on the bill 
some question has been raised as to the power of 
Congress over corporations having “power to 
engage in interstate commerce,” as distinguished 
from corporations actually engaged in interstate 
commerce. Certainly, if Congress is to prevent 
the evil contemplated, it should not have to let 
the corporation first issue its stock and then 
engage in interstate commerce. Logically and 
constitutionally it should prohibit the organiza- 
tion of any corporation or association having 
power to engage in commerce “unless, in the 
charter or articles of association or laws gov- 
erning the same,” the prescribed necessary con- 
ditions and safeguards against evil are provided. 

‘or the prevention of fire, it may be necessary to 
forbid throwing of lighted matches in waste 
baskets. 
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vene and revise their contract, or pro- 
hibit the enterprise because he did not 
think it would succeed, or because one 
was believed to be getting the best of 
the bargain. It might be said, in pass- 
ing, that in this case it is usually the 
man with the money who dictates 
terms. Now this situation is altered, 
and radically altered, by a general so- 
licitation or offering of securities, when 
the third party is the general public, 
or perhaps a portion of the public con- 
sisting of a carefully selected list of 
inexperienced and gullible investors, 
and when all the facilities of corporate 
chicanery may be used to rob them of 
their earnings. All agree that the state 
can and should take an interest in 
protecting this situation. Academic- 
ally, at least, all agree that the cor- 
porate facilities should be safeguarded 
against the dangers it presents. All 
agree that the prospective purchasers 
should have all the facts which the 
moneyed man in the first instance gets 
for himself; that the solicited investor 
should not be permitted to “buy 
blindly,” even if he is willing to do so. 
But should we go further? Should the 
state administrator say, “This is an 
unsound venture; it will ‘work a fraud’ 
on this class of investors to permit 
them to be solicited on such an offering; 
finance it privately, if you can, but 
you cannot finance it by a general 
solicitation or offering?” In the an- 
swer to this question lies the funda- 
mental divergence of opinion among 
the advocates of “‘blue-sky”’ legislation. 

The British and Canadian acts regis- 
ter the answers of those governments, 
given after a study of the subject, 
which in its comprehensive thorough- 
ness has not been remotely approached 
in this country. The writer, for one, is 
inclined to accept this viewpoint and 
to reject the suggestion of so drastic 
and impracticable an executive power, 
at least until the conditions on which 
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all are agreed are met; until, first, the 
creation and promotion of corporations 
have been safeguarded at their source, 
and second, adequate provision has 
been made to give the prospective pur- 
chaser of securities the information 
which he needs in order to exercise his 
own judgment and his own freedom in 
investing his own money in securities. 
The peculiar facilities to fraud must be 
removed; only when that is done are 
we in a position to consider the need of 
a further remedy to protect the in- 
vestor whose judgment and will are too 
weak to enable him to protect himself. 
A general law regulating necessary 
business transactions cannot be based 
on the assumption of incompetence of 


? The real point involved in the idea of admin- 
istrative prohibition lies in the understanding of 
what is to be prohibited. The original Kansas 
conception, still adhered to by many intelligent 
state officials, is that the examining board should 
prohibit an offering which seems to be unsound 
or unlikely to succeed, or where it considers the 
promoter’s profit too great or “extortionate.” 
A different view was expressed by former Cor- 
poration Commissioner Watson, of Oregon, in 
1914, who wrote that he had “attempted to do 
two things—to stop fraudulent transactions and 
the sale of stocks through misrepresentations 
first, and secondly, to require that wherever a 
security of a speculative nature was sold the 
seller present the matter honestly and fairly to 
the intending purchaser.” He was of course 
operating under a regulative law. He later 
urged the fraud provision now found in the 
West Virginia Act, recognizing that fraud should 
be penalized, not simply reproved or “stopped,” 
by executive order. It has recently been pro- 
posed in connection with the Taylor Bill to 
authorize the Federal Trade Commission to 
“issue an order against anyone who had come 
under suspicion by attempting fraud or decep- 
tion, which order would act as a prohibition 
against their doing business until they had 
shown to the satisfaction of the commission that 
their offerings were meritorious.” This is a very 
practical viewpoint, very generally expressed. 
Is it politically sound? Given a statute punish- 
ing the first overt act in any scheme to defraud, 
and requiring advance notification of the fact 
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persons legally competent to manage 
their affairs.’ 


Note.—As early as 1895 a departmental com- 
mittee of the British Board of Trade investigated 
this subject and reported inter alia as follows: 
“Your committee may observe that they have 
dismissed from their consideration every sugges- 
tion for a public inquiry by the registrar or other 
official authority, into the soundness, good faith, 
and prospects of the undertaking at this or any 
other stage of the company’s formation. To 
make any such investigation into the position of 
any new company complete or effectual would 
demand a very numerous staff of trained officers, 
and lead to a great delay and expense, while an 
incomplete or perfunctory investigation would 
be worse than none. It would be an attempt to 
throw what ought to be the responsibility of the 
individual on the shoulders of the State, and 
would give a fictitious and unreal security to the 
investor, and might also lead to grave abuses.” 


and character of any proposed offering, with 
power of official investigation (such was the 
proposed fraud act mentioned in Note 2), the 
promoter of “fraudulent and misrepresented 
securities,” or one “who had come under sus- 
picion by attempting fraud or deception,” would 
find his promotion cognizable by the prosecut- 
ing attorney, and not simply by an administra- 
tive official, who upon showing that his offering 
was “meritorious,” might license his further at- 
tempt at “fraud or deception.” The objection 
to this governmental conception is that it shifts 
the responsibility for the prevention of crime to 
an administrative board, which by its inaction, 
by confidence in or friendship for individuals, by 
political influence, or by the always increasing 
accumulation of work, permits and invites the 
thing intended to be prevented; there is no pro- 
hibition, law or penalty until it is created by an 
executive fiat in the particular case. The po- 
tential criminal is safe until he is detected and 
then he is, or might be, told to be good. De- 
spite the fascination of this idea for many minds 
and particularly for the practical man of busi- 
ness, who, being honest, has nothing to fear 
from it, its political unwisdom must be recog- 
nized by students of constitutional government. 
It is in a sense a continuing invitation to crim- 
inal effort, an effort to “get by” and to “put it 
across” before the official body wakes up; an 
effort, which, if successful, goes unpunished; if 
unsuccessful, is punished by an executive order 
to desist from a further flotation of securities. 
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The History of Bond Prices 


By Hermann F. Arens and James R. Bancrorr 
Of the Babson Institute 


N order to quote bond prices it is 
necessary that there be an organ- 
ized bond market. Such a market has 
existed only within comparatively 
recent times. The London Stock Ex- 
change originally confined its dealings 
to British government “stocks.” The 
term “stock” is used in Great Britain 
in practically the same sense that the 
term “bond” is used in America. 
What we call stock they call shares. 
Later, other stocks were admitted and 
dealt in, first those of foreign govern- 
ments and later the securities of rail- 
roads and other corporations. 

The debt of Great Britain is mostly 
in the form of consols or consolidated 
annuities, and dates back to 1752 
when existing obligations were con- 
solidated into 3 per cent annuities 
without maturity. Properly speaking 
they are not bonds in the American 
sense. There is no promise of pay- 
ment of a fixed amount of principal 
and hence no maturity. Instead, there 
is the promised payment of an annuity 
conceived of as interest upon an origi- 
nal principal. 

The rate of interest fixed by act of 
Parliament in 1752 was 3 per cent. 
In the latter part of the eighteenth 
century 4 per cent and 5 per cent 
consols were issued. Later the rate of 
interest was reduced to 2} per cent. 
These consols were freely traded in on 
the London Stock Exchange, and for 
the purposes of this article will be 
treated as bonds. British consols have 
often been referred to as the “Primier 
Security of the World.” Certainly 
they are the security for which there 
has been for the longest time an organ- 
ized market. Indeed, for some time 


they were the only securities for which 
an organized market existed at all. 


Britisu rrom 1752 ro 1813 


From 1752 to 1818 the general 
trend of consols was downward. The 
wars with France, the American war, 
ending in disaster and the loss of the 
Thirteen Colonies, resulted in con- 
tinued accumulation of debt. The 
amount of 3 per cent outstanding in 
1752 was £8,200,000. Shortly after 
the American war the total capital 
sum of the 3 per cents was £107,400,- 
000. During the Napoleonic wars the 
inflation was naturally tremendous. 
The prices rose and fell with the 
changes in the military and political 
situation. 


Trenp BritisHh CONSOLS FROM 
1810 ro 1848 


Chart No. 1 shows the course of 
British consols from 1810 to 1848 in- 
clusive. This is the period following 
the Napoleonic wars. The shaded 
area shows the difference between the 
high and the low price for the year. 
From the low point in 1815 the rise was 
rapid until in 1823 consols sold on a 
3.1 per cent basis. The general trend 
was still upward until the high point 
was reached in 1843 of 2.9 per cent. 
The business depression of 1818-20 
is clearly shown, as is also a depression 
in 1825, but the American panic of 
1837 seems to have made no impres- 
sion on British consols. The period 
covered by this chart was one of 
colonization and expansion. The 
steam engine had, indeed, been known 
before, but it was during this period 
that steam was utilized on a large 
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scale to increase the efficiency of 
human labor. This was the period of 
railroad building and the beginnings 
of steam navigation. New areas of 
fertile country were opened up and 
settled in America, in Australia and 
New Zealand. Great Britain became 
a manufacturing and commercial 
power drawing on the whole world for 
raw material and selling back manu- 
factured products. Hence, the growth 
of British wealth caught up, as it were, 
with the load of indebtedness, which 
otherwise would have been too heavy 
for safety. Since 1845 the general 
trend of consols has been downward. 


Trenp or Com™mopitry 
Prices, 1791 Tro 1825 


Chart No. 2 shows the course of 
English commodity prices during and 
following the Napoleonic wars. It 
will be noticed that the falling com- 
modity prices beginning in 1814 cor- 
responds rather closely to the rising 
trend of consols. Prices reached 
their low point in 1822 and bonds 
their high in 1823. The connection 
between the price movements of bonds 
and commodities will be discussed 
when the causes of fluctuation in bond 
values are considered. 


Untrep States GoOvERNMENT Bonpbs 
AFTER THE Civit WAR 


United States government bonds 
came to occupy an important position 
as investment securities only during 
and following the Civil War. Chart 
No. 3 shows the course of United 
States bonds during and following the 
Civil War. It will be noticed that 
United States bonds have sold on a 
much lower yield basis than consols. 
This is accounted for by the privilege 
of note issue, under the National Bank 
Act, which went with the American 
bonds, and for which there is no coun- 
terpart in the case of British consols. 
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The depression of 1873 apparently did 
not affect American bonds, but they 
did suffer a drop during the period 
1876-79. 

The effect of the panic of 1893 is 
clearly in evidence as are also the 
years of prosperity from 1886 to 1890. 
The right of note issue, however, 
takes these bonds out of the strictly 
investment class and makes any com- 
parison with other bonds unfair and 
misleading. 


Rartroap Bonps 


Railroad bonds came into the in- 
vestment field with the building of the 
great railroad systems which began 
about 1830. The New York Stock 
Exchange was established in 1800, and 
incorporated in 1816 and constitutes 
by far the chief market for American 
bonds and stocks. Up to, and directly 
following, the panic of 1837 railway 
bonds, as well as shares, constituted a 
medium of speculation rather than 
investment. It was quite unusual to 
issue bonds to the full amount of 
capital actually required for construc- 
tion and then to issue stock as a bonus 
given away with the bonds. Fluctua- 
tions in railway bonds under such con- 
ditions are rather a barometer of spec- 
ulation than investment. The case of 
the Union Pacific is the classical exam- 
ple of this type of financing. The 
land was granted by the government 
and the construction money raised 
almost entirely by bonds. 


INVESTMENT Bonps Berore 1860 


The bonds which were in demand as 
investments previous to 1860 were 
chiefly state, county and municipal 
obligations, and in the panic of 1837-39 
a number of defalcations occurred, 
which hurt the credit of Americans 
generally, in Europe. Encouraged by 
the expansion of industry which had 
been evident during the first half of 
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the century, many states, particularly 
in the North, borrowed money to in- 
vest in internal improvements, while 
southern and western states borrowed 
to engage in banking schemes and 
commercial enterprises. Mississippi 
and Florida repudiated, and there was 
a suspension of interest payments in 
some other states. 


Bonp PRICES sINCE 1862 


Continuous and reliable quotations 
on investment bonds during these 
years are not available. Chart No. 4 
shows the course of bond prices as 
measured in dollars and as measured in 
commodities since 1862. Of course 
it is impossible to find any bonds run- 
ning fifty years but by a process of 
piecing together bonds of like character 
and yield the result was obtained as 
shown in the chart. Chart No. 6 was 
made by taking the chart of bond 
interest and the trend line, as compiled 
and published by the Harvard Com- 
mittee on Economic Research in the 
Review of Economic Statistics, bring- 
ing it up to date and plotting across the 
chart the fluctuations in commodity 
prices as shown by Bradstreet’s Index. 


Causes ror Fiucruation 1x Bonp 
PRICES AFTER THE Crvi WAR 


In considering the course of bond 
prices in and immediately after the 
Civil War, two factors must be kept in 
mind. First, United States currency 
was greatly depreciated—a factor that 
has not been present since. Second, 
bonds in that period were much more 
speculative in character than now, 
owing to the newness and relative 
development of the country. Both 
these factors conspired to place bond 
prices on an extraordinarily low level. 
This must be taken into consideration 
when the chart showing the trend of 
bond prices at that time is studied. 
Putting aside the question of depre- 


ciated currency, the position of sound 
bonds in the period 1865--72 was quite 
analogous to that now prevailing. 
Commodity prices were extraordinarily 
high, general post-war inflation pre- 
vailed, and the purchasing power of 
money was at a low ebb. The pendu- 
lum had swung to an extreme just 
opposite to the factor prevailing twenty 
or twenty-five years before. The best 
bonds could have been purchased, to 
yield from 7 to 9 per cent. Many 
arguments were advanced that, as the 
war had destroyed so much wealth, we 
had definitely entered a period of high 
interest rates. The advance in com- 
modity prices while directly caused by 
the war was also laid at the door of the 
gold discoveries of 1849, which had of 
themselves caused a considerable de- 
cline in the value of gold. High prices 
caused industrial expansion and, with 
minor interruptions, extravagance con- 
tinued until the bubble burst in the 
terrific financial collapse of 1873. 


‘Bond prices reached an extreme low 


level about a year after the close of the 
war, but as the return given on invest- 
ments varies inversely with purchasing 
power of money no consistent improve- 
ment in prices was seen during the in- 
flationary period. After the financial 
crash of 1873 the entire country entered 
upon a period of business stagnation 
and depression. Prices fell rapidly 
and interest rates were materially 
lower. Coincident with these develop- 
ments came a consistent and material 
improvement in bond prices. 

An interesting point here is to note 
the difference between panic and de- 
pression, and to note the action of 
bonds and speculative securities under 
such conditions. Reference should be 
made to the chart (No. 5) covering 
the period 1872-79. A panic or crisis 
is caused by fear following realization 
of unsound conditions. Under the 
stress of fear everything is sacrificed. 
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Values count for little. A panic or 
crisis may or may not be followed by a 
period of depression, depending on the 
conditions prevailing. A depression 
is not sudden but long drawn out. In 
it business is stagnant, and as a result 
competition brings falling prices and 
also lack of demand for money. In 
other words, there results a sharp in- 
crease in the purchasing power of 
the dollar. 

The crisis of 1873 was followed by 
one of the severest and most extended 
depressions this country has ever 
experienced. Money was withdrawn 
from speculative enterprises as quickly 
as possible, and safe and sound invest- 
ments were sought. As a_ result, 
while speculative securities were de- 
clining, on account of falling earning 
power, solid investment issues were 
advancing. This advance continued 
with only minor interruptions until 
1897-1900. While the country was 
in a so-called prosperity era in the year 
1880 prices of goods showed little 
tendency to advance and the depres- 
sion of 1893-98 found commodity 
prices and business conditions at the 
extreme opposite from that existing in 
1865-70. The purchasing power of 
the dollar was very large. Prices of 
bonds had then advanced to a level 
where the return in many cases was 
less than 4 per cent as compared to 
7-9 per cent after the Civil War. 
Much was said and written to prove 
that the United States was to be the 
reservoir of capital for the world, and 
that money was to remain very cheap. 
The demand for investment securities 
was tremendous. Railroads, like the 
Northern Pacific, New York Central, 
Norfolk & Western, Kansas City 
Southern, many of them recently reor- 
ganized on account of small earning 


power, were able to issue long time 
bonds on a 3} per cent basis. The 
New York Central 3}’s of 1897 were 
eagerly sought early in the 1900's at 
10 points premium, or on a 3 per cent 
basis. One railroad, offered the oppor- 
tunity to sell 100 year bonds on a 3} 
per cent basis, would not do so and 
issued twenty-five year bonds instead 
because, looking back, it was felt that 
twenty-five years hence they could 
refinance on a 3 per cent basis. This 
was the heyday for the corporation 
and the day of the source of future 
difficulty for the investor. 

With the opening of the twentieth 
century came the large industrial com- 
binations and the opening of a new era 
for the United States. For the past 
twenty years we have seen constantly 
advancing commodity prices culmi- 
nating in the rapid advance of the past 
three years. Similarly, since the early 
1900's the prices of investment securi- 
ties have shown an almost constant 
decline culminating in extreme weak- 
ness since we entered the European 
War. Savings bank bonds, the issues 
that sold on less than a 3} per cent 
basis twenty years ago, now yield 
nearly 54 per cent. The Kansas City 
Southern First 3’s yield over 6 per 
cent. The post-war inflation and 
heavy selling for tax purposes brought 
prices to their lowest point in Decem- 
ber, 1919. The average man _ sees 
present conditions only once. Civil 
War veterans will remember invest- 
ment opportunities like the present 
but they have little interest in them. 
Many of us remember the days of 3 
and 34 per cent returns. Here we are 
at the other extreme of the pendulum. 
The situation calls for restricted spend- 
ing and expanded investment. 
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SPECULATION AND INVESTMENT 


WO classes of persons are interested 

in the price fluctuations of secur- 
ities—speculators and investors. The 
speculator is one who assumes the 
risks of ownership with the purpose 
and intention of profiting by a change 
in the capital value, while the investor 
purchases securities or other property 
in order to obtain an income there- 
from. If one buys a house and lot 
in order to obtain an income by rent- 
ing the premises, then he is an investor. 
If, however, he purchases because of 
a belief that the property will advance 
in value within a reasonable time, he is 
speculating, that is, he is looking for 
profit which he expects to obtain 
through the enhanced capital value of 
the property. The buying and selling 
of securities with the object of profit- 
ing through a change in value (either 
up or down) is speculation, entirely 
apart from the question of whether the 
operator buys outright or on a margin. 
Investments may be foolish or ill- 
advised, but if the ownership is as- 
sumed with the belief that they will 
yield continuous income and with the 
intention of holding them for the sake 
of the income then the purchaser is 
properly an investor, not a speculator, 
even though the security is not en- 
tirely paid for at the time of purchase. 
The speculator, to be sure, usually, 
though not always, operates in stocks, 
yet, even in that case experience shows 
that the movements of bond prices are 
of value in judging the price move- 
ments in stocks. Since, however, 
bonds are primarily an investment 
proposition rather than a medium for 
speculation, the chief interest in the 


Causes Affecting the Value of Bonds 


By Hermann F. Arens, Pu.D. and James R. Bancrort 
Of the Babson Institute, Boston, Mass. 


movements of bond prices will nat- 
urally be found in the camp of investors 
rather than in that of the specula- 
tive group. If, therefore, we are con- 
sidering the causes which affect bond 
prices, it is best to distinguish between 
those causes which affect the prices 
over a period of time and those, per- 
haps more obvious causes, which op- 
erate to influence prices during a 
shorter period. Since both sets of 
causes are in operation all the time it 
is not possible to draw a hard and 
fast line between what we shall con- 
sider the short and the long period. 
In a general way we can say that if we 
wish to know how bond prices will 
move during the next few months we 
should consider chiefly those causes 
which most strongly influence the 
immediate trend, bearing in mind as 
a background the causes which are 
operating to determine secular trend. 
Whereas, if we want to know how 
bond prices may be expected to move 
over the next five years, the long-time 
causes are those to which we must 
assign primary importance, modified 
at any time by the factors which exer- 
cise a more immediate influence. 


Tue Dirrerence Between Bonps 
AND OTHER SECURITIES 


To distinguish between these two 
sets of factors it is necessary to con- 
ceive clearly just what a bond is and 
how it differs from other classes of 
securities. The essential point about 
a bond is that it is a promise to pay a 
specified number of monetary units 
—dollars, pounds, marks, francs, etc. 
In this respect a bond differs funda- 
mentally from a stock which repre- 
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sents a share in the prospects and 


profits of a going business. When 
you buy a share of stock you become, 
to that extent, a partner and part 
owner in an equity and thereby as- 
sume the risks of the business enter- 
prise. A share of stock contains no 
promise to repay the purchase price, 
and, indeed, it contains no promise of 
re-payment whatever; but the owner 
holds the property-right in the phys- 
ical plant, equipment and “good- 
will” of a business enterprise. By 
buying this certificate, the purchaser is 
virtually speculating on the success of 
the enterprise; by selling it “short,” 
the seller speculates that the future 
earning power of the business will be 
less than it appears to be at the time 
of sale. 

It is true, to some degree, that the 
value of a bond depends upon the 
success of the company which issues 
it, but the bond is a lien upon the 
assets and earnings prior to the stock, 
hence, the whole equity of the share- 
holders acts as a buffer to take the 
shocks before the ‘bondholders are 
called upon to sustain any part of loss 
or diminished earning power. Since, 
in the case of a bond, liquidation is 
contemplated at maturity, the bond- 
holder is interested only in the pros- 
pects of the business up to the time of 
payment of the bond. It follows, 
then, that if a bond has proper secur- 
ity behind it, that is, if it is protected 
by a strong equity in assets and earn- 
ings over and above what is required 
for the payment of the interest and 
principal of the bond, the bondholder 
need concern himself very little with 
the actual ups and downs of the busi- 
ness itself. For the purposes of this 
discussion attention will be confined to 
bonds of sufficiently high grade so that 
the element of business risk may be 
neglected except as the cycles of pros- 
perity and depression may be found 


to influence the minds of investors, 
causing a rise and fall in general 
confidence. 

A bond differs from a note only in 
the time which it has to run before 
maturity. Ordinarily, any promise to 
pay, having five years or less to run, 
is termed a note and hence is little 
influenced by the causes which lie 
back of what we may call the secular 
trend of bonds. 


Factors IMMEDIATELY AFFECTING 
Bonp Prices 


Current Interest Rate-—The factor 
of most immediate influence in bond 
values is the current interest rate. 
When the rate to be obtained on call 
loans or on short-time paper—three 
to nine months—rises, the possession 
of a bond paying a fixed rate of return 
becomes less desirable and, conversely, 
when the current interest rate falls 
the possession of the bond becomes 
thereby more desirable. It is not 
quite true that the value of a bond is 
the capitalized value, at the current 
rate, of the amount-of its yield. The 
current interest rate may rise very 
sharply, but if this high rate is believed 
to be only temporary in its nature the 
price of bonds will not be severely 
affected. 

Prices of Railroad and Industrial 
Stocks —Two other influences that 
have an immediate affect on the value 
of bonds during comparatively short 
periods of time are the earnings of 
railroad and industrial stocks and the 
prices of stocks. These two factors 
are closely related, but not identical. 
As a period of prosperity reaches its 
zenith, the earnings of business enter- 
prises are large and investors are 
tempted to sell their bonds and try to 
obtain higher returns by buying into 
the enterprises that show high earn- 
ings. Of course, the exhibition of 
large earnings furnishes the reason for 
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the high price of the stocks, and to that 
extent these two factors are but two 
ways of stating the same phenomenon. 
But besides this, though related to it, 
is the upward movement of stock 
prices caused by the fever of specula- 
tion that always marks the culmina- 
tion of a period of prosperity. People 
are hypnotized and carried off their 
feet by the profits which are being 
made through the appreciation in value 
of stocks, and many, whose funds 
would normally seek more conserva- 
tive investment, yield to the tempta- 
tion to speculate rather than invest, 
and they buy stocks, not primarily to 
secure a higher yield, but chiefly in 
the hope of profiting by anticipated 
appreciation. The demand for bonds 
is thereby lessened. 

Emergency Prices During Periods of 
Depression.—A fourth influence of a 
temporary character should be no- 
ticed. An examination of Chart No. 
6, in the preceding article, will show a 
sharp rise in the yield—corresponding 
to a fall in price—of bonds in times 
of financial panic. Note the abrupt 
movements in August 1893 and No- 
vember 1907 and again, to a lesser 
extent, in 1913. “In times of financial 
panic the need for ready cash is urgent, 
and, regardless of long-time values, 
bonds as well as all other securities 
are sacrificed by their owners to raise 
cash without which they face business 
failure. Such occasions offer golden 
opportunities to those who are strong 
in ready cash, but the opportunity is 
of short duration only, and bonds are 
first to recover as soon as the liquida- 
tion is over and the emergency passed. 


Factors Arrectinc Bonp Prices 
Over A Periop or Time 
Changes in the Commodity Price Level 

If it is true that the prices of bonds 
vary inversely with the rate of inter- 
est paid for short-time money, this 


can only mean that there are other 
and deeper causes which affect the 
secular trend of interest rates and bond 
prices alike. The first of these factors 
which we shall consider is the effect of 
changes in the commodity price level. 

Money is defined as a standard of 
value, a medium of exchange and a 
medium through which value can be 
easily and safely stored up against a 
future need. A bond, we have pre- 
viously observed, is a promise to pay a 
certain number of units of money. If 
the promise is considered practically 
certain of fulfillment, then the bond 
partakes of one of the primary char- 
acteristics of money. Entirely apart 
from the question of interest, the bond 
is a medium through the purchase and 
holding of which value may be safely 
stored against the future requirement. 
Since the bond is a promise to pay 
money, the purchase of a bond involves 
the yielding up of present value, that 
is, the power of command over present 
economic goods—commodities and 
services—in exchange for a similar 
command over future goods. A 
question, therefore, arises. “If I part 
with the value in purchasing power 
represented by $1,000 today in return 
for $1,000 ten years hence, just what 
will $1,000 represent in purchasing 
power ten years hence?” It is a plain 
and painful fact that the person who 
sold a miscellaneous bill of goods for 
$1,000 in 1914 and purchased a bond 
bearing 5 per cent interest would not 
be able with the proceeds plus inter- 
est of the bond, should it mature today, 
to come anywhere near repurchasing 
the same bill of goods. He would, 
indeed, receive $1,000 principal plus 
#250 in interest making $1,250 in all; 
but it would take about $2,000 to 
command in exchange the same repre- 
sentative list of commodities. 

Since sane people do not desire 
money for the mere pleasure of hand- 
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ling coins and bills, but because of the 
command it gives over the services of 
men and things, it follows that if the 
purchaser of a bond expects the dol- 
lars he is now yielding up to pur- 
chase less in the future he will pay 
fewer present dollars for a given num- 
ber of future dollars, entirely apart from 
any question of the security involved. 

It would not be fair to deduce 
directly from this, however, that in 
periods of rising prices bonds must 
fall parri passu with the rise in com- 
modity prices. The change is brought 
about rather through the effect pro- 
duced on the minds of investors by 
what they see going on about them. 
If prices have shown a somewhat fall- 
ing tendency for a number of years, as 
was the case in 1900, the investor easily 
falls into the way of assuming that 
the same tendency will continue in the 
future that he has observed in the 
past. The great majority of people 
are powerfully influenced in their 
judgments of the future by what they 
have observed in the comparatively 
recent past. Logically, it may be a 
delusion to argue that because the 
sun has risen in the east in the past 
that it will, therefore, continue to do so 
in the future, but it is a delusion very 
hard for the human mind to resist. 
For such a deduction to be logically 


justified we should investigate the 


causes of the sun’s past behavior and 
observe whether or not the same causes 
are still in operation and whether 
they may reasonably be expected to 
operate tomorrow. In the case of the 
movement of commodity prices we 
should investigate the cause of the 
movement that has been observed and 
try to discover whether or not the 
same causes may be expected to oper- 
ate in the future with the same force 
as in the past. There is a tendency to 
say that, since prices have been rising 
for some years, there is danger of a 
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future rise and the intelligent investor 
is inclined to protect himself against 
a possible continuation of this ob- 
served trend. 

It is commonly said that business 
is done on the basis of an assumed 
stability in value of the dollar. This 
is doubtless true as regards short- 
time contracts. It also holds for 
long-time contracts except where some 
noticeable change in value has put the 
investor on his guard. It follows from 
this that the past trend in commodity 
prices affects bond prices through its 
effect on the expected future value of 
the monetary unit. If bond buyers 
generally were of the opinion that the 
trend of commodity prices during the 
next ten years would be downward, it 
would be immediately evident that 
at the present time, December, 1919, 
safe bonds were almost ridiculously 
cheap, for not only is the price at a 
level which nets a high yield in dol- 
lars, but if the purchasing power of the 
dollar is to increase, then a thousand 
dollars some years from now will ac- 
tually be worth much more than $1,000 
now, and the bond, if secure, will 
return, besides interest, dollars of 
greater value than those which must 
be given up for it now. 

If, on the other hand, we expect the 
present level of prices to continue no 
such advantage would accrue from pur- 
chasing future dollars by the sacrifice 
of present dollars. Since it is difficult, 
when a price level has once been estab- 
lished in the public mind, for the mind 
to picture vividly a radical alteration 
of this price level, we find that most 
men—most business men and invest- 
ors—are now assuming that the present 
scale of prices will continue with little 
alteration. What is the ground for 
such an assumption? The reason 
usually advanced is that the great 
increase in the use of credit instru- 
ments will continue resulting in a 
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permanently increased per capita cir- 
culation of money and credit. 

If the present inflated conditions of 
credit could continue indefinitely then 
it is probably true that the general 
level of prices might also remain high. 
But the continuance of these credit 
conditians in Europe is possible only 
if the late belligerents are able to meet 
the interest charges and remain solvent. 
Otherwise their credit structure will 
collapse and such a collapse cannot 
occur without having a profound 
effect in the United States. A de- 
bacle in Europe must necessarily in- 
volve not only the repudiation of the 
war debts but also the destruction of 
popular confidence in credit instru- 
ments of all kinds including the paper 
money, which, with the war bonds, con- 
stituted the principle means of infla- 
tion. When transactions are brought 
down to a hard cash basis it is obvious 
that the scale of prices must suffer 
drastic reduction. 

It is not, however, the future course 
of prices but rather the trend of prices 
in the recent past that influences the 
minds of most investors. Hence, so 
long as prices continue to show a rising 
trend, and for some time after, their 
influence may be expected to make for 
lower bond prices. 


The Possibility of Spending 
Expenditures for Consumption Goods. 


—Another factor that functions in 
the determination of bond prices is 
the possibility of spending. It is said 
that the interest rate in Holland in 
the seventeenth century was as low as 
3 per cent. Doubtless several causes 
worked together to produce this result, 
but it is only reasonable to believe 
that one of these causes was the pau- 
city of objects of expenditure. There 
were no railroads to make travel easy 
and pleasant. Sea voyages were long, 
tiresome and dangerous. There were 


no automobiles or “movies” upon 
which to spend one’s money. When 
you receive a certain amount of income 
you are placed in a position to choose 
the objects upon which that income 
may be expended. You may elect 
to spend it for articles of immediate 
consumption or you may decide to 
invest it. Investment usually takes 
the form of purchase of stocks or 
bonds. Hence the objects of possible 
expenditure compete with bonds for 
your money. The following table 
shows the increase in the production 
of pleasure automobiles since 1899. 
It has been impossible to show by fig- 
ures the growth in the moving picture 
business and sales of graphophones 
but the fact is a matter of common 
knowledge. The increased use of these 
luxuries has been particularly marked 
since 1900. 


Passenger Automobile Production in the 


United States 
Wholesale Value 
240,770,000 
413,859,379 


Add 20 per cent for retail value. 


If these objects of expenditure did 
not exist there would evidently be 
more funds seeking investment. That 
the standard of living has risen mark- 
edly during the past twenty years is 
evident to all. Electric lights have 
come into general use in homes, heat- 
ing systems have supplanted the old- 
fashioned stove, and high-priced cloth- 
ing has become common to all classes. 
The prevailing standard of living com- 
prises those consumers’ goods which 
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people feel that they must have before 
they can save, hence, other things 
being equal, a higher standard of liv- 

ing is an influence unfavorable to 
investments, and, therefore, depressive 
to the price of bonds. 

Distribution of Income 

The question of the standard of 
living is closely bound up with the 
distribution of the social income. A 
comparatively even distribution of a 
given social income leads to a higher 
general standard of living, and hence 
tends to depress the value of bonds. 
If wages are low and profits large, the 
wage earners can purchase a relatively 
small quantity of consumable goods, 
while the receiver of profits having a 
large surplus, will increase his con- 
sumption only to a comparatively 
small extent. The surplus seeks in- 
vestment. If, on the other hand, 
wages are increased at the expense of 
profits, this surplus, formerly available 
for investment, is distributed among a 
large number of people whose imme- 
diate wants are not satiated, and who, 
therefore, in most cases, will spend 
their increased incomes in achieving 
a higher scale of consumption, rather 
than in buying bonds. Hence, an 
increase in the share in distribution 
which labor receives, however desir- 
able it may be considered from any 
other standpoint, is nevertheless un- 
favorable to the process of saving 
and investment. It results in an 
enlarged demand for consumers’ goods 
and at the same time a relative cur- 
tailment in the supply of capital 
wherewith to produce them. The 
effect, of course, is to raise the current 
interest rate and depress bond prices. 


The Productivity of Labor 


Introduction of Labor-Saving Devices. 
—Since the demand for bonds de- 
pends upon the surplus production 


available for investment, it is evident 
that any event which serves to increase 
the productiv ity of labor must result 
in increasing the surplus wealth which, 
if it remains in the hands of the busi- 
ness enterprisers, will certainly seek 
employment in productive enterprise. 
The productivity of labor may be 
increased to a very great extent 
by the introduction of labor-saving 
inventions, by virtue of which a 
greater volume of goods is produced by 
the same amount of labor that was 
formerly necessary to produce a lesser 
quantity. The number of such inven- 
tions during the last century and a 
half has been almost beyond counting; 
the most important being those involv- 
ing the application of power to tech- 
nical processes which were formerly 
performed by hand. Such, for ex- 
ample, is the application of steam 
power to the manufacture of almost 
everything that two centuries ago 
was made by the individual artisan 
with the aid of hand tools or simple 
foot-driven machines. Of such char- 
acter have been the machine reaper, 
seeders, threshers and the other ap- 
pliances which, within the last seventy- 
five years, have revolutionized farm- 
ing methods. The importance of 
these inventions lies, not in the fact 
that they increase the per-acre yield 
of the soil, but rather that they enable 
one man to cultivate more acres, thus 
cheapening the food supply by reduc- 
ing the labor cost. Under any and 
all circumstances the providing of 
food is of fundamental importance and 
it is only labor that is not needed for 
this purpose that can be used for the 
production of other things, including 
capital goods, i.e., tools, machinery, 
factory ard office buildings, railroads, 
steamships, etc. Hence, the intro- 
duction of machinery into agricul- 
ture, increasing the productivity of 
agricultural labor, is of prime impor- 
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tance in releasing labor for employ- 
ment in increasing capital and the 
supply of other consumable goods. 

It should be noted, however, that the 
effect of increased productivity of 
labor has another and compensating 
effect, since it not only supplies in- 
creased incomes to seek investment, 
but it also releases labor from the 
employments in which it has been 
rendered more efficient to engage in 
new lines of production hitherto un- 
profitable or in the manufacture of 
capital goods which serve to increase 
still further the efficiency of labor. 
But in the process of employing the 
labor thus released new financing is 
required. Thus the supply of bonds 
offered is increased at the same time 
that the amount of wealth in the hands 
of prospective bond buyers is increased. 
The net effect will depend upon the 
the extent to which those who come 
into possession of the enlarged incomes 
utilize them in the purchase of directly 
consumable goods or invest them in 
producers’ goods i.e., capital to be 
used for further production. If the 
savings effected by the labor-saving 
devices remained as profits in the 
hands of the business enterprises, it 
would tend to increase the funds seek- 
ing investment, but if the savings are 
distributed among the wage earning 
class the tendency will be, as we have 
noted above, to increase the demand 
for consumers’ goods and thus, in 
effect, expand consumption to keep 
pace with the increased productivity 
of labor, leaving little surplus for the 
increase of capital. 

If the productivity of labor is 
increased through the lengthening of 
the working day there will be brought 
into existence a certain amount of 
additional product. The question of 
distribution, as in the case above, 
then becomes of paramount impor- 
tance in relation to the effect on bond 
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prices. If the greater part of this 
surplus goes to the laboring class in 
the form of overtime pay it will tend 
to be spent for consumers’ goods 
and put demands on capital instead 
of supplying it. 

Increased Industrial Efficiency.— 
When the efficiency of labor is in- 
creased through the perfection of 
industrial organization the resulting 
surplus innures directly to the advan- 
tage of the class of business enter- 
prisers and hence seeks investment in 
productive enterprise. This phenom- 
enon was plainly in evidence from 1898 
to 1903. This was the period of the 
formation of the so-called “trusts,” 
or gigantic combinations of capital. 
These combinations had two objects, 
namely, to realize internal economies 
by reducing overhead expenses and 
eliminating cross shipments, and to 
create conditions approaching mo- 
nopoly control by reason of which the 
price of the goods might be raised to 
the public. In so far as the first 
object was attained an _ increased 
profit was realized through the well- 
known economies of large scale 
production. These increased profits 
sought investment, and since a con- 
siderable portion of available funds 
naturally seeks investment in bonds, we 
find bond prices high in this period. 
In so far as the second object suc- 
ceeds, the effect is a virtual lowering 
of real wages through the advance in 
prices, the increased profit remaining, 
of course, in the hands of the invest- 
ing class. Although the price-raising 
operations of the “trusts” are doubt- 
less real, they often attract a dispro- 
portionate share of public attention, 
owing to the spectacular character 
of the great combinations that at- 
tempt them, and it is very probable 
that the actual increase in price 
affected, in such cases, is much less 
than in commonly supposed. In fact, 
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cases may be found in which the great 
combine actually finds it profitable 
to lower prices instead of raising them. 
Such a statement does not appeal to 
the popular imagination, to be sure, 
yet it must be remembered that few 
would-be monopolies are complete, 
and that, even when the control over 
price seems absolute, a check is, in 
most cases, present in the form of a 
possible use of substitutes. It seems 
reasonably probable that the combin- 
ing of the various oil companies in the 
Standard Oil Company resulted in an 
actual lowering of the price of oil, 
not only as compared with its pre- 
vious figure, but as compared with 
what the price would have been 
had the business remained competi- 
tive. Certainly the breaking up of 
the old Standard Oil Company did 
not result in any lowering of price. 
A combine that cannot realize inter- 
nal economies as the result of combi- 
nation, but must realize increased 
profits entirely through its power of 
raising prices, is of very uncertain 
stability. 
Social and Political Stability 

An influence that cannot be over- 
looked in the discussion of bond 
prices is found in the conditions of 
social and political stability which 
vary in any country from time to 
time. It will be recognized at once 
that the bonds of unstable govern- 
ments are much harder to market and 
bring a lower price than bonds of 
stable governments; but, in truth, the 
matter goes much further than this. 
In a country known to be subject to 
revolutionary outbreaks and whose 
political future seems uncertain there 
is a greater element of risk, not only 
in government bonds but in the bonds 
of railroads or industrial enterprises 
as well. Investors demand a higher 
return if they are to loan their money 
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where a political upheaval may de- 
stroy either the actual physical struc- 
tures or the property rights which 
stand as security for the loans. The 
bonds of enterprises in Central and 
South America, excepting Chile, Bra- 
zil,and the Argentine, have always con- 
stituted obvious evidence of this fact. 

It is by no means so well under- 
stood that the same principle applies 
in countries ordinarily thought of as 
politically stable. Political stability 
is a relative term. Many events may 
occur that affect political stability. 
War is the most feared by investors. 
When a nation goes to war its debt 
begins to expand by leaps and bounds. 
The mere quantity of new bonds 
offered would alone suffice to reduce 
the selling price of government issues, 
but if the war is a serious one in which 
national existence is threatened the 
risk of defeat is ever present and the 
bonds will rise and fall with the vary- 
ing fortunes of the armies in the field. 
The course of British consols during 
the Napoleonic wars (See Chart No. 1 
of the preceding article) is the classi- 
cal example showing the fluctuations 
in bond prices due to the fortunes 
of war. The same story has been 
repeated in the case of the national 
bonds, consols or rentes of all the 
belligerent powers in the recent war. 

Government and Industrial Securi- 
ties.—The above remarks regarding the 
effect of political conditions on the 
securities of national governments 
lead us naturally to inquire as to the 
effect of political conditions upon the 
value of railroad or industrial bonds. 
Before taking up this question, how- 
ever, it will be advisable to call atten- 
tion to certain pertinent facts regard- 
ing government and industrial issues 
respectively, and to dispose of certain 
popular superstitions regarding gov- 
ernment obligations. 

Government Bonds.—Just what is a 
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government bond? Clearly, it is a 
promise to pay a certain sum of money 
at a certain time in the future together 
with interest at a fixed rate until the 
time for payment arrives. If the 
obligation is in the form of a consol 
or rente then there is no maturity; 
instead there is merely a promise to 
pay a fixed sum each year in perpet- 
uam. If we inquire as to the secur- 
ity behind the government obligation 
the answer is readily given, namely, 
that the government bond is sup- 


ported first, by the credit of the gov- 


ernment, and secondly, it has behind 
it as security the whole possessions 
of the people of the country. Thus the 
taxing power can and must be used 
in support of the bonds to whatever 
extent necessary. It is certainly true 
that the bond is supported by the 
credit of the government, but this is 
another way of saying that the bond 
depends for its value upon the con- 
fidence and respect which the gov- 
ernment commands. A government 
that is at peace, that has only a small 
debt, whose tax levies on its people 
are not grievous, and which expresses 
and satisfies the ideals and aspira- 
tions of the great mass of its people 
has a high credit. Confidence in 
such a government runs high and its 
position seems secure. Of such a 
nature is the government of a country 
where land is plentiful, labor well- 
paid, natural opportunities abundant 
and living conditions easy. If the 
people are industrious, enterprising, 
steady and not overburdened by the 
debt heritage of past wars, every 
possible factor is helping to make con- 
fidence in the government and the 
future of the country. But in so far 
as these conditions are lacking public 
confidence also fails and credit falls. 
A government that has lost the respect 
and confidence of its people is ripe for 
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revolution. Naturally its bonds are 
not worth much. 

Stability of Government Bonds.— 
The idea that behind the bonds of a 
nation stands the power to levy upon 
all the physical wealth in the country 
is a complete illusion. In theory, it is 
true that the government has the legal 
right to levy taxes without limit to 
make certain the payment of its obliga- 
tions; but practically, there is a limit 
beyond which people will not stand 
taxation. This limit is not a hard and 
fast thing. It varies with the intelli- 
gence, patriotism and sense of solidar- 
ity which pervades the masses. Hence 
it follows that the limit varies not 
only as between different races and 
different cultural groups, but varies 
also in the same group at different 
times. Taxes are never popular and 
the less of them any government is 
obliged to levy the less critical and 
better satisfied will its people be. 
In the last analysis, it must be evi- 
dent that the real asset behind the 
bonds of any government is the good- 
will of its people; and the real value 
of its bonds must rise or fall with any 
changes in the circumstances which 
affect that good-will. 

Affect of Political Disturbances.— 
It remains to consider the affect of 
political disturbances upon the bonds 
of corporations engaged in productive 
industry. The value and soundness of 
such bonds depends upon the produc- 
ing or earning power of the properties 
behind them. A serious political dis- 
turbance of a revolutionary nature 
cannot but disturb the ordinary course 
of business and injure the earning 
power of all productive enterprises. 
But it is only a revolution of the ex- 
treme radical type, such as we have 
recently witnessed in Russia, that con- 
fiscates and destroys property and 
property values entirely. A national 
bankruptcy might take place in which 
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the national debt was repudiated and municipalities or other governmental 


the government overturned without 
‘involving such extreme measures. A 
nation may be beaten, like Germany, 
and its national bonds rendered worth- 
less without changing the whole eco- 
nomic system or voiding the obliga- 
tions of private corporations of their 
value. The bank credits built on 
government obligations may lose their 
value and severe business depression 
may result, yet, if the framework of 
the economic system is left intact 
production will still go on even though 
at a diminished rate and the new 
government will presumably respect 
private property. 

Hence, it is evident that, in the 


case of revolution, corporation bonds . 


will in any event fare no worse than 
government bonds and, except in 
extreme cases, will fare better. Since 
government bonds are based on good- 
will, when good-will fails, all is lost; 
whereas, corporation bonds being 
based on producing capacity will 
still retain value so long as the ordi- 
nary processes of production are per- 
mitted to continue. 


Tax-Exempt Bonds 


As experience has seemed to show 
the increasing benefits and fairness of 
direct taxation over indirect taxation, 
a new element has been injected into 
the factors governing the yields to 
be obtained on bonds. Naturally, 
throughout the entire world as taxes 
have been levied on incomes there has 
been an attempt to so increase income 
that the results after taxation would 
remain relatively unchanged. The re- 
sult in bonds has been the same. 
An individual formerly satisfied with 
a yield of 4 per cent on his or her 
investments demands and obtains a 
return of say 5 per cent subjected to 
income taxation, or an equivalent net 
return. Realizing this situation, our 


bodies obtained legislation authori- 
zing the exemption from taxation of 
their securities. Their plea was that 
as the money was to be used for public 
improvements it should be obtained 
as cheaply as possible. The most 
familiar issues in this country are the 
bunds and notes of our cities, states, 
federal government and the federal 
farm loan bonds. As the interesting 
developments in the field of tax- 
exempt bonds have occurred in the 
past few years, we will confine our 
discussion largely to that period. 
In the United States prior to the 
European war, the national debt was 
so light that federal income taxation 
was of little moment. At that time, 
however, local taxation was exerting 
an adverse influence and was helping 
to bring about the constant advance 
in bond returns. Non-taxable issues 
were in greatest demand in localities 
where the so-called property taxes were 
heaviest. There was no broad active 
and consistent demand, however, at 
the expense of corporation bonds. 
With the advent of our entrance 
into the war, its financing became 
paramount, and income taxes in- 
creased by leaps and bounds. This 
has developed a strong demand for 
non-taxables of all character. The 
first amount of non-taxables available 
was not equal to the demand and as a 
result we have seen non-taxable issues 
giving a slightly lower return during 
the war period than before, while tax- 
able corporation bonds have shown 
the largest increase in return in years 
and years. As and if income taxes 
show a reverse tendency over a series 
of years the returns to be obtained 
on taxables and non-taxables should 
show a trend directly opposite to that 
of the past three years. Of greater 
moment is the effect that the large 
number of non-taxable issues out- 
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standing has had on the taxes col- 
lected by our different states and the 
federal government. Their existence 
has really defeated the purpose of 
the legislation. Wealthy individuals 
have concentrated their wealth more 
and more in non-taxable investments. 
Thus the very men who should con- 
tribute large sums to the support of 
the government escape the heavy toll 
expected. This has led to considerable 
discussion of the legality of non-tax- 
able issues and it is quite probable 
that new issues of bonds of the char- 
acter formerly non-taxable may be 
greatly restricted in the future. It 
does not seem possible that any way 
can be found to remove the tax- 
exempt features from bonds of that 
character now outstanding. For the 
past three years the last month of the 
year has seen a steady liquidation of 
taxable corporation bonds. As com- 
modity prices have advanced and 
taxes increased, bonds, have con- 
stantly sought lower levels. Invest- 
ors, therefore, have faced a constant 
shrinkage in principal. Federal in- 
come taxation laws allow the indi- 
vidual to subtract losses from income. 
Selling to establish such losses and 
switches into non-taxable issues have 
been the features of the year. As 
usual, such switching is a _ result 
of hindsight rather than foresight. 
Foresight would have suggested it 
early in 1917 and not since. The 
forces that have been bringing about 
a demand for non-taxables and the 
offsetting liquidation of taxables have 
undoubtedly seen or passed their 
peak, given no new legislation as out- 
lined above. 

To sum up the conclusions to which 
the aforementioned considerations seem 
to point, we may say that the under- 
lying causes are six in number; namely: 
(1) commodity prices; (2) the possibil- 
ity of spending; (3) the distribution 


of income; (4) social and political sta- 
bility; (5) the productivity of labor; 
and (6) taxation. 


Bonp PrIcEs AND THE GENERAL 
Price Leve. 


The most important of these factors 
under normal circumstances is the 
change in the price level of commodi- 
ties. An examination of Chart No. 6 
(preceding article) shows clearly the 
tendency, during most of the period 
from 1890 to the present time, of bond 
values to follow in an inverse direction 
the important changes in the commod- 
ity price level; yet if a mathematical 
correlation were figured for the whole 
period it would have little value since 
from 1900 to 1906 the price index was 
nearly steady and the fluctuations 
in bond values during that period 
were plainly due to other causes. 

From 1890 to 1896 prices were fall- 
ing and the yield from bonds also 
fell to an even greater extent. Dur- 
ing this period the extensive applica- 
tion of labor saving devices, espe- 
cially in agriculture, was responsible 
for a great increase in the productivity 
of human labor. Social and political 
conditions in the United States and 
in the world at large were stable, and 
great fortunes were accumulated and 
invested by successful business men. 

The period from 1897 to 1906 was 
characterized by the formation of most 
of the great “trusts” and the fur- 
ther creation and expansion of enor- 
mous fortunes. Bond yields reached 
their lowest point and, conversely, 
bond values reached their peak in 
1902 when this process was at its 
height and commodity prices were sta- 
tionary. We see that whenever the 
price level undergoes any important 
modification the effect on the trend of 
bond values is marked. On the whole, 
it would seem that when political con- 
ditions become seriously disturbing 
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they can, for the time being, dominate 
the situation. Note the rise in yields 
(fall in values) in 1896, the year of 
the Bryan Free Silver campaign, and 
1914-15, when the Great War broke 
out in Europe; and again when the 
United States entered the war and 
the great issues of Liberty Bonds came 
into the field to compete with other 
securities for the investors’ money. 
In the latter case rising prices codper- 
ated so strongly with political fac- 
tors that the separate effects cannot 
be distinguished. The sudden fall in 
yields (rise in bond values) following 
upon the Armistice shows clearly 
once more the effect of political fac- 
tors, since the fall in prices followed 
the movement of bond values instead 
of preceding it. 

The period from 1900 to the present 
time has been characterized by the 
multiplication of the possibilities of 
spending, the most conspicuous ex- 
ample of which is found in the growth 
of the automobile production from 
$4,750,000 in 1899 to $1,053,506,000 
in 1917, which figure has undoubt- 


edly been passed in 1919 although the 
figures are not obtainable at the pres- 
ent writing. 

The outlook for the future in bond 
values depends upon the relative 
strength and direction of pull of the 
factors which we have outlined. Fall- 
ing commodity prices will act to raise 
the value of bonds, and disturbed 
political conditions throughout the 
world will act to impair confidence, 
slow down production and keep the 
values of bonds low. Until stable 
conditions are restored it seems that 
political conditions will largely domi- 
nate the situation. After this liquida- 
tion is accomplished and the smoke 
clears away, the inevitable down- 
ward movement of prices must tend 
to raise the value of sound bonds. 
Meanwhile a system of taxation which 
discriminates against bonds in favor 
of preferred stocks is likely to lead, 
if it is continued for some years, to 
a considerable substitution of pre- 
ferred stocks for bonds and a diver- 
sion of funds seeking investment into 
such issues. 
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Investment. 

Speculator, definition of, 188. 

State: bonds, 49; legislation, 100-103; regula- 
tion inadequacy, 173. 

Stocks: industrial prices of, 189; irredeemable, 
13; preferred, 157; railroad, 189; redeemable, 
14. 

Sroyie, Ricnarp S. Farm Loan Bonds Under 
the Rural Credits Act, 91-97. 

Street railway: 64, fares, 66; rate regulation, 
65; valuation, 65; securities, 65. See also 
Railways. 

—— —— companies, necessity of, 62. 

Surplus Capital, Distribution of, 33. See also 
Capital. 


Taxation, THE Errects or, ON SECURITIES. 
Roy C. Osgood, 148-159. 

Taxation: 10; drainage bonds, 100, 104; effects 
on bondholders, 148; national finance and, 41. 

Tax exempt bonds and securities, 153, 197. 
See also Bonds. 
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Taxes: capitalization of, 148; community 
property, 51; effect of evasion, 149; excess, 
158; excessive income, 57; exemptions, 97; 
federal, 153; free covenant, 155; general 
property, 151, 152; income, 154; municipal 
property, 50; state, 150, 152; war-profits, 158. 

Taxing power, municipal bonds and, 5. 

Telephone companies, importance of, 62. 

Thrift: agencies in United States, 160; national 
asset, 164. 

Town bonds, 50. See also Bonds. 

Trade, foreign, problem of, 122. 


—— relations, United States and Canada, 133. 
Transportation system, conditions of American, 
59. 


United States, economic position of, 109, 124. 

United States: debt of, 42; income of, 42; 
nature of, 62; wealth of, 42. 

Untrep States Government Bonps. C 
Frederick Childs, 41-48. 


War Finance Corporation, 44. 
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